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■ Client Fee Schedule
■ Data Processing System
■ Marketing Techniques
■ Forms for Sales Kit
■ Sales Presentation
■ Tax Control System
■ Management Technique




This system is used by thousands of accountants 
and practitioners nationwide.
Course Outline:
Unit 1: Management 1. Establishing your practice.
2. Recruiting & managing the staff. 3. Managing the practice.
4. Internal controls. 5. Collecting & fee increases.
Unit 2: Processing 1. Setting up the new account. 2. Monthly 
Processing. 3. Payroll Processing. 4. Accounts Receivable.
5. Maintenance.
Unit 3: Marketing 1. Motivation & Preparation.
2. Prospecting. 3. Presentation. 4. The Close. 5. Super Sales 
Techniques—Part I 6. Super Sales Techniques—Part II
FREE FORMS!
This special offer gives you at no 
charge the complete system of man­
agement, marketing and data process­
ing forms, camera ready.
Only $97.50 for the complete set of three volumes on a 
10 day, no obligation trial basis. If you are not com­
pletely satisfied with the institute’s Total System, return 
for a complete refund!
Please send me_______  set(s) of “IFP's Total System" at $97.50 each 
set. I understand that if I am not satisfied I may return the three volume 
set of books within 10 days of receipt for full credit or refund.
□ Enclosed please find my check for $97.50.
NOTE: $2.00 will be added to charge orders to cover shipping and 
handling. (Maryland Residents Add 5% Sales Tax)
NAME____________________________________________________________
ADDRESS_________________________________________________________





326 First Street, Suite 202 
Annapolis, Maryland 21403 
(301)268-6840
CITY STATE ZIP
Charge my Visa   Master Charge Account No-----------------------------------------------
Expiration Date Interbank No
(Master Charge Only)
Signature-------------------------------------------------------------------------------------------- - --------—
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IF YOU NEED $5,000...20,000 EVEN UP TO 500,000 TO 
START A NEW BUSINESS OR TO EXPAND AN EXISTING
FIRM—THEN READ WHY YOU TOO WILL CALL THIS 
INCREDIBLE MONEY RAISING MANUAL
“THE SMALL BUSINESS BORROWER’S BIBLE”
Practically prepares the loan application for you line-by-line...the “proper” way. 
All properly prepared applications are processed faster...no red tape!
Guaranteed Loans...Direct Loans...and Immediate Loans are available now!
Most men and women seriously interested in starting their own business are eligible to apply — including those who already own a business and 
need capital fast for expansion...or to stay afloat...even if they’ve been flatly refused by banks and turned down elsewhere! Yet, too, many never 
qualify, simply because they do not know how to “properly” prepare the loan application...
In order to help those people 
applying for these guaranteed and 
direct loans fill out their loan 
applications the “right way," ICC 
Business Research, through its 
diligent compilation and research 
efforts, has successfully assem­
bled and published a compre­
hensive. easy-to-follow seminar 
manual: The Money Raisers 
Guaranteed and Direct Loans 
Manual, that will quickly show you 
practically everything you'll need 
to know to prepare a loan applica­
tion to get federally Guaranteed 
and Direct Loans.
Here are just some of the many 
important benefits the Money 
Raiser's Guaranteed and Direct 
Loans Manual provides you with: 
• a completely filled in sample set
of actual SBA loan application 
forms, all properly filled in for 
you to easily follow—aids you in 
quickly preparing your own 
loan application the right way. 
Each line on the sample appli­
cation forms is explained and 
illustrated in easy-to-under­
stand language.
• fast application preparation 
procedures for getting loans for 
both new start up business 
ventures and established firms.
• advises you on how to properly 
answer key questions neces­
sary for loan approval and in 
order to help avoid having your 
application turned down—gives 
you advice on what you should 
not do under any circumstances.
• what simple steps you take to 
guarantee eligibility--no matter 
if you do not presently qualify.
• where you can file your appli­
cation for fastest processing.
At this point the most important 
question you want answered is: 
Just where is all this loan money 
coming from? Incredible as it may 
sound—these Guaranteed Loans.
Direct Loans...and Immediate 
Loans are indeed available right 
now — from the best, and yet. the 
most overlooked and frequently 
the most ignored and sometimes 
outright ridiculed. "made-fun-of" 
source of ready money...fast 
capital, in America — THE 
UNITED STATES GOVERNMENT
Of course, there are those who 
upon hearing the words "UNITED 
STATES GOVERNMENT" will 
instantly freeze up and frown and 
say:
".. only minorities can get small 
business loan money from the 
government!"
Yet. on the other hand (and 
most puzzling) others will rant on 
and on and on that
"...don't even try. it's just 
impossible — all those Business 
Leans Programs are strictly for 
the Chryslers, the Lockheeds, the 
big corporations...not for the little 
guy or small companies." etc
Still there are those who 
declare:
"...I need money right now. and 
small business government loans 
take too darn long. It's impossible 
to qualify. No one ever gets one of 
those loans."
Or you may hear these 
comments.
"...My accountant's junior 
assistant says he thinks it might be 
a waste of my time!" "Heck, there's 
too much worriesome paperwork 
and red tape to wade through!"
Frankly — such rantings and 
ravings are just a lot of "bull” 
without any real basis — and only 
serve to clearly show that lack of 
knowledge... misinformation. ..and 
and not quite fully understanding 
the UNITED STATES GOVERN­
MENT'S Small Business Adminis­
tration’s (SBA) Programs have 
unfortunately caused a lot of 
people to ignore what is without a 
doubt — not only the most 
important and generous source of 
financing for new business start 
ups and existing business 
expansions in this country — but 
of the entire world!
Now that you’ve heard the "bull" 
about the United States Govern­
ment's SBA Loan Program — take 
a few more moments and read the 
following facts:
• Only 9.6% of approved loans 
were actually made to mlnorities 
last year
• What SBA recognizes as a 
"small business" actually 
applies to 97% of all the 
companies in the nation
• Red tape comes about only 
when the loan application is 
sent back due to applicant not 
providing the requested infor­
mation...or providing the wrong 
information
• The SBA is required by 
Congress to provide a minimum 
dollar amount in business loans 
each fiscal year in order to law­
fully comply with strict quotas.
(Almost 5 billion this year)
Yet. despite the millions who 
miss out — there are still literally 
thousands of ambitious men and 
women nationwide who are pro­
perly applying — being approved 
— and obtaining sufficient funds 
to either start a new business, a 
franchise, or buy out or expand an 
existing one Mostly, they are all 
just typical Americans with no 
fancy titles. Who used essentially 
the same effective know-how to 
fill out their applications that you'II 
find in the Money Raiser's Guar­
anteed and Direct Loans Manual 
Manual.
So don't you dare be shy about 
applying for and accepting these 
guaranteed and direct government 
loans Curiously enough, the 
government is actually very much
interested in helping you start a 
business that will make a lot of 
money. It’s to their advantage — 
the more money you make the 
more they stand to collect in taxes. 
In fiscal 1981. our nation's good old 
generous “uncle'' will either lend 
directly or guarantee billions of 
dollars in loan requests, along with 
technical assistance and even 
sales procurement assistance 
Remember, If you don’t apply for 
these available S8A funds 
somebody else certainly will.
Don't lose out — now is the best 
time to place your order for this 
comprehensive manual It is not 
sold in stores. Available only by 
mail through this ad, directly from 
ICC Business Research, the ex­
clusive publisher, at just a small 
fraction of what it would cost for 
the services of a private loan 
advisor or to attend a seminar 
For example:
Initially, this amazing Guaran­
teed and Direct Loans Manual was 
specially designed to be the basis 
of a Small Business Loan Seminar 
— where each registrant would 
pay an admission fee of $450. But 
our company felt that since the 
manual's quality instructions were 
so exceptionally crystal-clear that 
anyone who could read, could 
successfully use its techniques 
without having to attend a seminar 
or pay for costly private loan 
advisory assistance services.
Therefore, for those purchasing 
the manual by mail. no 3 day class, 
no course and accommodations 
are required. And rather than S450 
we could slash the price all the 
way down to just a mere $35 — a 
small portion of a typical seminar 
attendance fee — providing you 
promptly fill in and mail coupon 
below with fee while this special 
"seminar-in-print" manual offer is 
still available by mail at this rela­
tively low price!
Remember, this most unique 
manual quickly provides you with 
actual sample copies of SBA Loan 
application and all other required 
forms—already properly filled in 
for you to easily use as reliably 
accurate step-by-step guides— 
thus offering you complete 
assurance that your application 
will be properly prepared, and 
thereby immediately putting you 
on the right road to obtaining fast, 
no red-tape loan approval
YOU GET NOT 1 BUT 2 
STRONG BINDING 
GUARANTEES!
YOUR LOAN MUST 
ACTUALLY BE 
APPROVED OR YOUR 
MONEY BACK
Of course, no one can guaran­
tee that every request will be 
approved — but clearly we are 
firmly convinced that any sound 
business request properly pre­
pared — showing a reasonable 
chance of repayment and submit­
ted to SBA — will be approved. 
Only because we are so confident 
that this is a fact do we date make 
such a strong binding seldom- 
heard-of Double Guarantee No 
stronger guarantee possible! It 
actually pays for you to order a 
copy of this remarkable manual — 
100% fax deductible as a business 
expense ...Don't delay—send for 
yours right now!
NO RISK LOAN OPPORTUNITY FORM
Detach and rush for 
COMPLETE PREPARATION 
ASSISTANCE FOR LOAN APPROVAL
THE EASY NO-NONSENSE WAY TO RAISE CAPITAL FAST!
 
  Please rush me______ copies of 
the "Money Raiser’s Guaranteed
  and Direct Loans Manual," each 
at a $35 fee plus $2.50 handling 
  and shipping under your 2 strong 
  binding Guarantees.
  Enclosed is full payment
  Check □ Money Order 






State ___ __________________ Zip_________
My tetephone is 
In case we have a question about your order 
MAIL TO: ICC Business Research
307 Forest Hill Avenue
Winston-Salem N C 27105
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GUARANTEE #1
Simply — look over this most 
effective money raising loan 
preparation assistance manual 
for 15 days — and, then, if you 
are not convinced that it can 
actually help you obtain the 
Business Loan you need right 
away — just return it for a full 
and prompt refund.
GUARANTEE #2
Even after 15 days — here's 
how you are still strongly 
protected — if you decide to 
keep the manual — and you 
apply for an SBA Loan anytime 
within 1 year...your loan must 
be approved and you must 
actually receive the funds or 
your money will be refunded in 
full
Editor’s Notes
“The problem is to find a form of 
association which will defend and 
protect with the whole common 
force the person and goods of 
each associate, and in which 
each, while uniting himself with 
all, may still obey himself alone, 
and remain as free as before.” 
This is the fundamental problem 
of which the Social Contract 
provides the solution.
Thus Jean Jacques Rousseau in 
1762 identified that necessary, 
although sometime unpalatable, 
alliance that the citizenry must ob­
serve in the interest of individual sur­
vival. Like it or not, one cannot live 
alone. In return for benefits of the 
social scheme the citizen has to 
abide by certain laws, yield some 
independence, and pay taxes.
The uneasy contract goes way 
back. The Old Testament (II Kings 
23:35) recounts that “He (King 
Jehoiakim) exacted the silver and 
the gold of the people of the land, 
everyone according to his taxation, 
to give it unto Pharaoh-necoh.”
Early tax collection was con­
fiscatory and harsh with no regard 
for social consequences. 
Sophistications of stimulation, or 
contraction, of the economy by 
means of tax leverage were cen­
turies away. So were tax loopholes 
and concepts of earned and 
unearned income, tax shelters, ac­
celerated depreciation, tax deferrals 
and all the array of computations 
that keeps the accounting profes­
sion so gainfully employed. The 
common factor that persists through 
the ages is hatred of the tax and 
tax-collector.
Now that the Economic Recovery 
Tax Act of 1981 is evoking visions of 
a few wispy sugar plum fairies for a 
tax-weary nation it is entertaining to 
review some of the early feints and
Rendering Unto 
Caesar
strategems during the classic con­
flict between taxpayers and tax- 
collectors.
The traveler along the Loire 
Valley in France sees doorways and 
windows flush with the rising river­
bank, but with no other structural 
parts in view. One assumes the ob­
vious: they are dug out caves for 
storing wine flowing from the 
abundant grape harvest in the 
countryside. And storages they are, 
but these cavelike entries survive 
from a much earlier day when the 
wily farmers avoided a French tax 
levied on square footage of roof by 
simply having no roof to their dwell­
ings other than the land atop the 
valley enbankment. Those Loire 
wine growers had a literal tax 
shelter.
Land was the basis of taxation in 
medieval Europe but titled nobles, as 
fighters for the protection of the 
king, were exempt, as were the offi­
cials because they were so poorly 
paid, and as also were the clergy 
since they defended the kingdom’s 
spiritual welfare. The noble, 
however, was expected to provide a 
small garrison of knights for internal 
defense, meanwhile collecting taxes 
of goods and services from the 
vassals who worked his land in ex­
change for safe occupancy. Default 
of fealty meant that a serf was turned 
out to starve, while a defaulting 
noble lost support of the monarch 
and his lands became fair prey for 
covetous neighboring dukes who 
comprised the rest of the king’s 
heirarchy. A rigorous social con­
tract; small wonder that intrigue and 
treachery were popular forms of 
tax/service evasion.
The Church held the keys to the 
kingdom of heaven and besides that 
was, in effect, the State fully as much 
as the king, so its fund raising had 
all the marks of taxation. A cut was 
taken from altar collections, dues 
were collected from papal fiefdoms, 
and fees were charged for all rites of 
passage as well as for pardons from 
sin. Grace could be had for a price. 
Papal tax collectors, no worse than 
any of their contemporaries, were 
much more hated because of their 
claim to reverence. In fact, their 
acquisitiveness gave rise to one of 
the great social changes because 
ecclesiastical greed hastened the 
Reformation.
Even Fr. Pacioli, priestly patriarch 
of accounting, played an ambivalent 
game when it came to taxes. He 
piously admonished that truth 
should always be a businessman’s 
guide, but wrote “Make the prices 
(costs) high rather than low. If it 
seems to you that something is worth 
20,- put it down at 24.. " His eleva­
tion of the cost of goods sold to 
decrease taxes on profits would 
have made him a modern day sup­
porter of LIFO.
Almost three hundred years later, 
American colonists ripped open 342 
chests of tea from three English 
ships and threw them into Boston 
harbor, rather than pay taxes on the 
tea, thus performing one of history’s 
ultimates in tax avoidance.
In 1981 the Reagan administration 
has enacted one of the most signifi­
cant tax cuts in recent history. The 
move acknowledges a fact well 
known to economists: when taxes 
become onerous they produce less 
revenue, not more, because they 
retard the economy. Continuous 
escalation of taxes over four 
decades since World War II ap­
peared to be killing the goose that 
laid the golden eggs. Whether or not 
a revival will ensue now, and the 
flow of golden eggs renew itself, 
only time can tell. What can be pre­
dicted with assurance is that as long 
as tax laws change, and change, 
and change again, there will be full 
employment for accountants.Ω
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Government Access 
To Documents And 
Testimony In Federal 
Tax Cases
Accountants As “Third-party” Record 
Keepers
By Susan M. Saterfiel
As an incident to accountants’ 
representation of taxpayers in Inter­
nal Revenue Service (IRS) examina­
tions, it is necessary to be familiar 
with IRS access to books, records, 
working papers, and testimony. The 
accountant also should be able to 
recognize the earmarks of a criminal 
investigation so as to refer the client 
to an attorney when appropriate.
The IRS can use its summons 
power under IRC §7602 to gain ac­
cess to books, records, and working 
papers regardless of possession by 
taxpayers, accountants, or other 
third parties. The summons can also 
be used to require testimony. Where 
specific legal requirements are met, 
the IRS can use search warrants to 
search and seize tax records and 
working papers. After criminal cases 
are referred to the Department of 
Justice, federal grand juries can use 
their subpoena power to require pro­
duction of documents and testimony.
The Summons
The IRS obtains its power from 
§7602 of the Internal Revenue Code 
(IRC) to examine data, to summon 
either the taxpayer or a third party, 
and to take relevant testimony for the 
purpose of ascertaining the correct­
ness of any return, making a return 
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where none has been made, or 
determining the tax liability of any 
person.1 IRS agents routinely carry 
summonses with them and sign and 
serve them when it is deemed 
necessary. The only requirements 
for the summons are that its purpose 
is for the determination of tax 
liability and that the data desired 
must be relevant to this purpose. In 
United States v. Powell,2 the “four­
fold test” for a valid summons was 
established: (1) the investigation 
must be conducted for a legitimate 
purpose; (2) the inquiry should be 
relevant to this purpose; (3) the 
desired material must not be 
possessed by the IRS; and (4) the ad­
ministrative steps required by the 
IRC must have been followed. The 
IRS does not have the power to en­
force a valid summons but must seek 
an attachment against the sum­
moned party from a court.
Notice Requirements
The 1976 Tax Reform Act added 
IRC §76093 which provides for 
special procedures in the case of 
third-party summonses. In general, if 
any summons is served on a third- 
party record keeper and such sum­
mons requires the production of 
records of any person other than that 
summoned, then notice of the sum­
mons must be given to the person 
whose transactions are described in 
the records within three days of the 
date of service. For the purposes of 
IRC §7609, the term “third-party 
record keepers” is: (1) any mutual 
savings bank or other savings in­
stitution chartered and supervised 
under Federal or State law, any 
bank, or any credit union; (2) any 
consumer reporting agency; (3) any 
person extending credit through the 
use of credit cards or similar 
devices; (4) any attorney; and (5) any 
accountant. There are several il­
lustrative cases involving the defini­
tion of the third-party record keeper.
The United States v. Exxon4 case 
involved a summons to Exxon for 
documents dealing with land being 
leased from the taxpayer by Exxon. 
The taxpayer tried to intervene by 
claiming that Exxon is a third-party 
record keeper since it extends credit 
through credit cards. The United 
States District Court ruled that since 
the records summoned were unre­
lated to credit activities, Exxon is not 
a third-party record keeper for this 
situation.
United States V. Desert Palace, 
Inc.5 provides another viewpoint. 
The IRS ordered the Desert Palace 
through a summons to turn over all 
records of transactions for a particu­
lar taxpayer. No notice was given to 
the taxpayer, but upon learning of 
the summons, the taxpayer de­
manded that the Desert Palace not 
comply. The taxpayer argued that 
the Desert Palace was a third-party 
record keeper and that the summons 
was not enforceable since the tax­
payer was not given notice. The IRS 
said that the Desert Palace was not a 
third-party record keeper; however, 
the United States District Court ruled 
that the Desert Palace was, in fact, a 
third-party record keeper due to its 
extending credit to customers. The 
summons was not upheld since 
formal notice was not given to the 
taxpayer.
To further clarify the definition of 
third-party record keeper, consider 
the United States v. White Agency6 
case. In this case, the taxpayer was 
seeking to intervene in connection 
with the summons of employment 
and compensation records of the 
taxpayer. It was determined by the 
IRS that the White Agency was not a 
third-party record keeper; therefore, 
no notice to the taxpayer was 
necessary. The taxpayer argued that 
the agency was a broker which is a 
third-party record keeper under 
§7609 (a) (3) of the IRC. However, the 
court ruled that the summons was 
directed at the property of the White 
Agency. The taxpayer had no signifi­
cant protectable interest in such 
property. Since the agency was not 
acting in its role as broker, it was not 
a third-party record keeper. The 
court ordered compliance with the 
summons. In the 1978 case, United 
States v. J. Joseph Gartland, Inc.,7 it 
was ruled that a corporation is not a 
third-party record keeper as defined 
in §7609.
Section 7609 does not apply to 
summons if: (1) it is solely to deter­
mine the identify of any person hav­
ing a numbered account with a bank 
or other institution; or (2) it is in aid 
of the collection of the liability of any 
person against whom an assess­
ment has been made or judgment 
rendered. A case illustrating this 
situation is United States v. Com­
monwealth National Bank.8 This 
case involved a taxpayer who 
argued that a summons had been 
given to a third-party record keeper 
and he had not been given notice in 
accordance with §7609 of the IRC. 
However, the court ruled that since 
the summons was issued to aid in 
the collection of a tax liability from a 
person against whom a judgment 
has been made, the rule concerning 
notice of the taxpayer does not 
apply.
Right to Intervene
Section 7609 further grants any 
person who is entitled to notice of a 
summons the right to intervene in the 
enforcement of such summons and 
the right to stay compliance if written 
notice not to comply is given to the 
person summoned and to the IRS 
within 14 days. The IRS will then be 
prevented from examination of the 
summoned documents until a court 
order for enforcement is obtained.
The John Doe Summons
Another provision of IRC §7609 is 
the use of the John Doe summons. A 
John Doe summons is any summons 
which does not identify the person 
with respect to whose liability the 
summons is issued. In United States 
v. Bisceglia,9 the United States 
Supreme Court ruled that the IRS 
has the authority to issue a John Doe 
summons to a bank or other 
depository to discover the identity of 
a person who has had bank transac­
tions suggesting the possibility of 
liability for unpaid taxes. The failure 
to have a name on the summons 
does not make it unenforceable. To 
determine the tax liability of a tax­
payer, the IRS requested names and 
addresses from the telephone com­
pany of three of the telephone num­
bers appearing on a taxpayer’s 
telephone bill in the 1979 case 
United States v. South Central Bell 
Telephone Company.10 The Tele­
phone Company claimed that there 
had been no notice made to the three 
subscribers before the delivery of 
notice to the third-party. In ruling, 
the United States District Court held 
that a John Doe summons does not 
apply if the subscribers are not 
being investigated as to their tax 
liability.
Handwriting Exemplars
One question involving the scope 
of the IRS summons is the use of the 
summons to produce handwriting 
samples. There have been conflict­
ing rulings over whether §7602 of the 
IRC permits the IRS to require a tax­
payer to create a document by giv­
ing handwriting exemplars.
In United States v. Campbell,11 the 
Eighth Circuit Court rules that hand- 
writing exemplars are not 
testimonial but are a physical 
characteristic of the person. The 
Court ruled that §7602 of the IRC of 
1954 gives the IRS the authority to 
summon handwriting exemplars and 
ordered the summons enforced. In 
United States v. Rosinsky,the 
Fourth Circuit Court ruled that since 
under a grand jury subpoena a wit­
ness may be compelled to give hand­
writing exemplars and since the IRS 
power to summon is essentially the 
same as the grand jury’s, a summons 
to require handwriting exemplars is 
valid. However, in the United States 
District Court cases of United States 
v. Del Sandro13 and United States v. 
Lewis,14 the IRS was found not to 
have the power to compel handwrit­
ing exemplars.
The conflict in the rulings was 
resolved by the United States 
Supreme Court in United States v. 
Euge.15 It was held that Congress 
has empowered the IRS to compel 
handwriting exemplars under the 
summons authority of §7602. The 
decision was based upon the fact 
that the duty to appear and give 
At initial confrontation the 
accountant should inquire if a 
special agent is involved.
testimony in §7602 has traditionally 
included a duty to provide some form 
of nontestimonial, physical evi­
dence, such as handwriting.
Summons Directed to 
Taxpayer’s Accountant
The accountant should recognize 
that IRS revenue agents are charged 
with civil enforcement and that IRS 
special agents are charged with 
criminal enforcement. Normally the 
accountant cooperates with the IRS 
and turns over books, records, and 
working papers after obtaining 
client approval. If a special agent 
appears, however, the accountant 
should advise the client to seek legal 
counsel. It is important, therefore, for 
the accountant to inquire if there is a 
special agent involved when initially 
confronted by the IRS. In the United 
States v. Tweel,16 the accountant 
was told that there was not a special 
agent on the case. However, the 
audit was made at the request of the 
Organized Crime and Racketeering 
Section of the Department of Justice. 
The conviction was reversed due to 
an unreasonable search under the 
Fourth Amendment.
In the Couch v. United States17 
case, the accountant was in posses­
sion of the taxpayer’s bank state­
ments, payroll records, and sales 
and expenditure reports. Where the 
accountant had the taxpayer’s con­
sent, a revenue agent was allowed to 
begin an examination of the records. 
Upon the revenue agent’s findings, a 
special agent was called in to partic­
ipate in the investigation. The tax­
payer withdrew the permission pre­
viously granted, and the special 
agent issued a summons to the ac­
countant. The Fifth Amendment right 
and the accountant-client privilege 
were claimed by the taxpayer as 
grounds for nonenforcement of the 
summons. The Supreme Court ruled 
that the Fifth Amendment is not
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Fifth Amendment defense for 
the taxpayer has never been 
fully explored.
available to the taxpayer when the 
summons is given to the accountant 
and that state accountant-client 
privilege statutes are unavailable in 
federal tax investigations.
Summons Directed to 
Taxpayer’s Attorney
The leading case involving a sum­
mons to the taxpayer’s attorney is 
Fisher v. United States.18 The tax­
payer was being investigated for 
possible civil or criminal liability 
under federal income tax laws. After 
obtaining certain relevant docu­
ments from the accountant, the tax­
payer transferred the documents to 
the attorney. The IRS issued a sum­
mons to the attorney who refused to 
surrender the documents on the 
grounds of the Fifth Amendment and 
the attorney-client privilege. The 
summons was ordered enforced.
In the 1976 United States v. 
Heiberger19 case, the taxpayer’s law­
yer was also an accountant. The tax­
payer resisted the summons for the 
working papers on the tax return 
since the return was prepared by the 
lawyer and thus privileged. However, 
the court ruled that as far as this 
case was concerned, the taxpayer 
had consulted the lawyer in the role 
of accountant. Therefore, attorney­
client privilege was not relevant for 
the summons.
Taxpayer in Possession
The question as to whether a tax­
payer in possession can use the Fifth 
Amendment as a defense to non- 
compliance with the summons has 
not been fully explored. In United 
States v. Beattie,20 the taxpayer was 
summoned to appear and bring all of 
the working papers prepared by the 
CPA which were used in the prep­
aration of the individual tax return. 
These documents requested in­
cluded but were not limited to trial 
balances, balance sheet, adjusting 
and closing entries, working papers, 
notes, memoranda, and any corre­
spondence used in the preparation 
of the return. The Circuit Court held 
that production of copies of letters 
sent by the accountant to the tax­
payer would not violate the tax­
payer’s privilege against self-in­
crimination. However, the Court held 
that production of letters sent by the 
taxpayer to the accountant and 
retrieved from the accountant by the 
taxpayer in anticipation of a criminal 
tax investigation would violate the 
taxpayer’s Fifth Amendment rights. 
The Court ruled that the Fifth 
Amendment protects against com­
pulsory production of papers written 
by an accused with respect to one’s 
own affairs and presently in one’s 
own possession whether or not pre­
viously sent to another for the latter’s 
retention.
In United States v. Knight,21 the 
taxpayer had possession of account­
ant’s working papers and asserted 
the self-incrimination defense. The 
District Court ruled that account­
ants’ role in creating documents 
place them outside any Fifth Amend­
ment privilege. The taxpayer’s 
possession of the papers does not 
bring them within the privilege.
Defenses to the Summons
Illegal Purpose. The United States 
v. LaSalle National Bank22 case es­
tablished two nonexclusive require­
ments for enforcement of an IRS 
summons: (1) summons must be 
issued before the IRS recommends 
to the Department of Justice that a 
criminal prosecution be undertaken; 
and (2) summons authority must be 
used in good-faith pursuit of the con­
gressionally authorized purposes of 
§7602. Further, this case pointed out 
that before recommendation to the 
Department of Justice, tax fraud 
cases are both civil and criminal. 
Therefore, the intent of the agent 
cannot be the measuring stick. The 
question as to whether an investiga­
tion has solely criminal purposes 
can be answered only by an ex­
amination of the “institutional 
posture” of the IRS. Those opposing 
enforcement must bear the burden of 
disproving the actual existence of a 
valid civil tax determination or col­
lection purpose by the IRS. In the 
1979 case United States v. Chemical 
Bank,23 the taxpayer said that the 
summons was issued to the Chemi­
cal Bank solely for a criminal inves­
tigation. The claim was made due to 
the fact that the return was being ex­
amined as an independent audit 
within the Brooklyn District Internal 
Revenue Service Strike Force Pro­
gram which is coordinated by the 
Department of Justice. The Strike 
Force designates the subject to be 
audited by the IRS; thereafter, the 
IRS is autonomous. The Second Cir­
cuit Court ruled that there was no in­
dication that the civil liability search 
had ended; therefore, the enforce­
ment of the summons was ordered. 
Holding up of a criminal indictment 
against a taxpayer in order for the 
IRS to gather information for the FBI 
was ruled in United States v. Chase 
Manhattan Bank24 to be grounds for 
nonenforcement of a summons.
Relevancy. The IRS must show 
relevancy between the summons 
and the legitimate purpose for the in­
vestigation. In the United States v. 
Coopers and Lybrand25 case, the tax 
return of the corporate taxpayer was 
prepared by accounting personnel 
within the corporation. However, the 
IRS issued summonses to Coopers 
and Lybrand for tax accrual files 
prepared by the taxpayer and for the 
CPA firm’s audit program used in the 
audit of the taxpayer. The Tenth Cir­
cuit Court held the summonses as 
unenforceable on the grounds of 
irrelevancy and immateriality to the 
determination of the tax liability of 
the taxpayer. Further, the case 
brought out that if the IRS fails to 
show that material is relevant to the 
purpose of the investigation, then 
the summons is overbroad and 
unreasonable under the Fourth 
Amendment. The case of United 
States v. Matras26 denied enforce­
ment to an IRS summons for a tax­
payer's budgets. The IRS had re­
quested the documents to provide 
them with a “road map” for the in­
vestigation. The Eighth Circuit Court 
ruled that the IRS failed to prove the 
relevancy of the budgets and that the 
issue of whether budgets are poten­
tially relevant to an investigation 
must be determined on an ad hoc 
basis. Finally, the term “relevance” 
was defined to mean more than 
“convenience.” The Supreme Court 
upheld the Bank Secrecy Act of 1970 
in California Bankers Association v. 
Schultz.27 This act requires financial 
institutions to maintain records of 
the identities of customers and to 
maintain microfilm copies of 
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customer transactions for use in 
criminal, tax, or regulatory inves­
tigations. Title II of the Bank Secrecy 
Act requires reports of transfer of 
more than $5,000 into or outside of 
the United States and of domestic 
deposits or withdrawals in excess of 
$10,000.
The Search Warrant
The utilization of the search war­
rant is restricted by the Fourth 
Amendment requirements of prob­
able cause. The Fourth Amendment 
requires that: (1) a search warrant 
must be obtained from a neutral and 
detached magistrate; (2) evidence 
must establish probable cause that a 
crime has been committed; (3) the 
warrant must describe the place to 
be searched and items to be seized; 
and (4) there must be a connection 
between the item to be seized and 
the crime alleged.
In Andreson v. Maryland,28 a sole 
practitioner attorney was under 
fraud investigation. Investigators 
received search warrants to search 
the law office to obtain evidence. 
Although the bottom of the search 
warrant contained the phrase 
“together with other fruits, instru­
mentalities and evidence of crime at 
this time unknown,” the warrant was 
not found to be an illegal general 
warrant, because the phrase was 
referring to a particular real estate 
lot.
The Fourth Amendment protection 
of corporations was shown by the 
G.M. Leasing v. United States29 case. 
The warrantless entry and seizure of 
books and records was in violation 
of the Fourth Amendment. However, 
the seizure of automobiles in public 
places for collection of taxes was 
ruled as not invading privacy and 
therefore, such seizure required no 
search warrant.
The Grand Jury 
Subpoena
The grand jury deliberates in 
secret and is given a wide range of 
authority to determine if a criminal 
crime has been committed. There 
need be no showing of probable 
cause and there need be no notice 
given to the taxpayer that he is being 
examined. Therefore, it is a more 
powerful discovery tool than the 
summons. The taxpayer’s right to 
refuse to answer irrelevant ques­
tions is limited and by a grant of im­
munity the taxpayer’s testimony may 
be compelled.
In General Motors v. United 
States,30 the Circuit Court ruled that 
grand jury subpoenas are not final 
decisions for purposes of appeal. 
Thus, the Interlocutory Appeals Act 
of 1958 which provides appeal rights 
from interim or non-final decisions 
applies to civil and not to criminal 
cases.
Summary And Conclusion
The accountant in tax practice is 
often caught between IRS demands 
and the client’s desire to resist. 
Therefore, it is important to be 
familiar with vital aspects of govern­
ment procedures relating to pro­
duction of documents.
One method of access is through 
the IRS summons. The IRS is bound 
by the United States v. Powell “four­
fold test” of good faith and by the 
United States v. LaSalle rule limiting 
use of summons after the decision to 
prosecute. Further, the IRS must 
show relevancy between the sum­
mons and the purpose of the inves­
tigation.
When the accountant is in posses­
sion of the requested documents, the 
Fifth Amendment is not available as 
a defense against production, and 
no accountant-client privilege is re­
cognized. When the attorney is in 
possession, papers do not achieve a 
greater protection than they would 
have in the taxpayer’s possession. 
The Fifth Amendment may be used 
by the taxpayer when the “private 
papers” of the taxpayer are involved.
A search warrant is limited by
Susan M. Saterfiel, CPA, CIA, is 
Controller at Oktibbeha County Hos­
pital, Starkville, MS. She is a member 
of the Institute of Internal Auditors, 
Hospital Financial Managers Associ­
ation, ASWA, AWSCPA, and the 
Mississippi State Society of CPAs.
Fourth Amendment conditions of 
probable cause and is available both 
to individuals and to corporations. 
The grand jury subpoena need not 
show probable cause nor give 
notice. As such, it is the most power­
ful means of access available.
Accountants should keep abreast 
of changes in government access in 
order to guide the client through any 
civil IRS review process and to refer 
the client to counsel at the appropri­
ate point.Ω
FOOTNOTES
1IRC of 1954 Section 7602.
2United States v. Powell, 379 U.S. 48 
(1964).
3IRC Section 7609.
4United States v. Exxon Co., 78-2 USTC 
59531 (D. Md. 1978).
5United States v. Desert Palace, Inc., 79-1 
USTC 59296 (D. Nevada 1979).
6United States v. White Agency, 79-1 
USTC ¶9265 (W.D. Mich. 1979).
7United States v. J. Joseph Gartland, Inc., 
78-2 USTC ¶9604 (D. Md. 1978).
8United States v. Commonwealth National 
Bank, 79-2 USTC ¶9570.
9United States v. Bisceglia, 420 U.S. 141, 
146 (1974).
10United States v. South Central Bell 
Telephone Co., 79-1 USTC ¶9291 (M.D. Tenn. 
1979).
11 United States v. Campbell, 524 F.2d 604 
(8th Cir. 1975).
12United States v. Rosinsky, 547 F.2d 249 
(4th Cir. 1977).
13United States v. Del Sandro, 79-1 USTC 
¶19242 (W.D. PA. 1979).
14United States v. Lewis, 78-2 USTC ¶9659 
(N.D. Tex. 1978).
15United States v. Euge, 48 U.S. L.W. 4184 
(Feb. 19, 1980).
16United States v. Tweel, 550 F.2d 297 (5th 
Cir. 1977).
17Couch v. United States, 409 U.S. 322 
(1973).
18Fisher v. United States, 425 U.S. 391 
(1976).
19United States v. Heiberger, 76-1 USTC 
¶9366 (D. Conn. 1976).
20United States v. Beattie, 541 F.2d 329 (2nd 
Cir. 1976).
21 United States v. Knight, 78-1 USTC ¶9303 
(D. Conn. 1978).
22United States v. LaSalle National Bank, 
437 U.S. 298 (1978).
23United States v. Chemical Bank, 593 F.2d 
451 (2nd Cir. 1979).
24United States v. Chase Manhattan Bank, 
598 F.2d 321 (2nd Cir. 1979).
25United States v. Coopers and Lybrand, 
550 F.2d 615 (10th Cir. 1977).
26United States v. Matras, 487 F.2d 1271 (8th 
Cir. 1973).
27California Bankers Association v. 
Schultz. 416 U.S. 21 (1974).
28Andreson v. State of Maryland, 427 U.S. 
463 (1976).
29G.M. Leasing Corp. v. United States, 429 
U.S. 338 (1977).
30General Motors Corp. v. United States, 
573 F.2d 936 (6th Cir. 1978).
The Woman CPA, October, 1981/7
A Decision Theoretic 
Approach To 
Analytical Review
Bayes’ Theorem Applied To Audit 
Regression Analysis
By Myrtle Clark
The third AICPA standard of field 
work requires the auditor to obtain 
sufficient competent evidential mat­
ter to afford a reasonable basis on 
which to express an opinion regard­
ing the fair presentation of a client’s 
financial statements. To comply with 
the standard, the CPA employs two 
classes of evidence gathering pro­
cedures, “compliance tests’’ and 
“substantive tests.” Substantive pro­
cedures comprise (1) tests of details 
of transactions and balances and (2) 
analytical review of significant ratios 
and trends and resulting investiga­
tion of unusual fluctuations and 
questionable items. Tests of details 
involve examining the individual 
transactions that result in reported 
financial statement balances, while 
analytical review procedures pro­
vide evidence regarding the 
reasonableness of those balances.
This paper focuses on analytical 
review procedures, specifically the 
application of regression tech­
niques. Classical regression has 
been advocated as an appropriate 
tool for quantifying the reliability of 
substantive tests (Stringer, 1975 and 
Kinney, 1979). When using this tool, 
the auditor must make assumptions 
about the behavior of an interrela­
tionships among the various ele­
ments under analytical review. There 
must be decisions as to which data 
are more readily analyzed with the 
regression technique, what other 
variables to include in the analysis, 
and the most appropriate model 
formulation to apply.
Regression Analysis in 
Auditing
Audit applications of regression 
analysis may be either time series 
studies or cross-sectional examina­
tions of interrelated items. Time 
series forecasts of particular times 
of audit interest may be compared to 
reported book figures in an effort to 
discern possible occurrences of 
unanticipated events. Historical data 
that are functionally related may be 
analyzed to provide additional cor­
roborative evidence. Relationships 
must be between physical data and 
reported book balances, between in­
terrelated accounts, or between 
historical book figures and external 
economic data including industry 
statistics and general economic 
indicators.
Although regression analysis pro­
vides comparative substantive evi­
dence which may highlight areas 
that require the auditor’s attention, 
the classical approach does not 
conveniently incorporate prior 
knowledge regarding the 
parameters of the regression model 
assumed. On the other hand, the 
Bayesian, or decision theoretic, ap­
proach explicitly integrates this kind 
of information into the analysis by 
providing a mechanism which en­
ables the user to mathematically 
combine nonsampling information 
with statistical sampling results. In 
essence, the Bayesian approach 
would allow the auditor to make 
fuller use of the information.
While Bayesian regression has 
been advocated by writers in other 
disciplines, the application of Bayes' 
theorem to auditing regression 
analysis has not been formally ad­
dressed. Nevertheless, a number of 
authors in the accounting literature 
have proposed applying Bayesian 
statistics to various auditing situa­
tions. (See for example. Knoblett, 
1970; Kaplan. 1973; and Scott, 1973). 
In general, these authors have 
limited their discussions to decision 
theoretic approaches for point 
estimation procedures such as at­
tributes sampling and variables 
sampling. They have failed to point 
out the potential usefulness of the 
Bayesian Regression technique for 
the analytical review phase of the 
audit.
In this paper, the decision 
theoretic approach is proposed as a 
logical extension to regression ap­
plications in auditing. Regression 
results appropriately utilizing prior 
knowledge about the behavior of the 
variables under examination should 
both refine and improve the analyti­
cal review inputs to the auditor's 
decision making process. As such, 
the utility of regression as an audit­
ing tool may be greatly enhanced by 
incorporating a decision theoretic 
approach.
When applying this or any other 
auditing tool, the auditor is aware 
that the results of auditing decisions 
may impact the readers of published 
financial statements. The various 
evidence gathering procedures are 
selected and used in an effort to pro­
vide a reasonable basis in which to 
make those decisions. Before pre­
senting a detailed discussion of 
classical and Bayesian regression, 
the framework, or model, in which 
these two approaches are employed 
should be described.
The Auditing Model
As a practical matter, the auditor 
functions within the guidelines 
prescribed by the AICPA Statements 
on Auditing Standards. Accordingly, 
there is some risk that material 
errors in the accounting records will 
not be detected during the course of 
8/The Woman CPA, October, 1981
the audit examination. Evidence 
gathered by analytical review tech­
niques is used to pinpoint apparent 
discrepancies between expectations 
and reported account balances and 
thereby aids in the discovery of 
possible material errors. The statisti­
cal technique of regression analysis 
should provide a rational objective 
basis for making the required com­
parisons. A description of an audit­
ing model which incorporates 
regression as an integral part of 
analytical review is described below.
Begin by assuming that the audi­
tor has obtained a sufficient number 
of observations of historical data 
from the records of the company 
being audited and from outside 
sources where appropriate. 
Moreover, assume that the regres­
sion model employed provides a 
reasonable description of the rela­
tionship between the variables under 
examination. For simplicity of ex­
position, only the basic linear 
regression model is discussed here; 
however, the methodology may be 
extended to more complex regres­
sion models.
When applying the regression 
technique, the auditor samples n ob­
servations for the set of k variables 
(the dependent variable and k-1 in­
dependent variables) from the 
population of available historical 
data.
The basic linear model is
Y = XB + E (1)
where, Y = a nxl vector of observa­
tions on the dependent 
variable
X = an nxk matrix of obser­
vations on the independ­
ent variable
B = a kxl vector of regres­
sion coefficients
E = a nxl vector of error 
terms.
The usual assumptions are that the 
error terms are normally and inde­
pendently distributed with a mean of 
zero and a constant variance, σ2.
The statistical problem is to esti­
mate the true value Y from the avail­
able historical evidence, given the 
assumed regression model. The au­
ditor must decide whether the eco­
nomic data presented in the client’s 
financial records is substantially 
different from the values projected 
by the regression model. For exam­
ple, the dollar value of sales returns 
and allowances should vary directly 
with sales; therefore, regressing 
sales returns and allowances on 
sales should provide an indication of 
what the true value of the reported 
amount should be in relation to the 
current sales level. If there is an ap­
parent material difference between 
the regression estimate and the 
book value, then the auditor should 
investigate to determine the cause of 
the discrepancy.
In other words, the auditor has a 
set of current book values provided 
by the client’s record keeping 
system. For each item to be sub­
jected to analytical review, the audi­
tor needs an estimated true value. If 
applied properly, regression should 
provide a reasonable approximation 
of the true value.
The auditor compares the regres­
sion estimate with the client’s book 
figures. If a discrepancy exists, it 
must then be decided whether an in­
vestigation is warranted. When mak­
ing this decision, the auditor is cog­
nizant of the potential impact that 
materially incorrect reported finan­
cial statement numbers may have of 
users. The actual difference between 
the true value and the reported book 
value represents an amalgamation 
of possible utility losses to individual 
financial statement readers. These 
losses are manifested as misalloca­
tions of resources among competing 
investment opportunities, the more 
material the difference, the greater 
the potential impact on the investor.
Since auditing decisions ulti­
mately determine what is reported to 
investors, the auditor’s decision to 
investigate is affected by his/her 
perceptions regarding user utility 
losses. Therefore there must be con­
sideration not only of the apparent 
difference between the information 
given by the client and the regres­
sion estimates, but also the possible 
difference between the evidence at 
hand and the true correct values. 
The better the estimating tools, the 
more confident the auditor can be 
that decisions will have a minimal 
effect on user loss functions.
The Classical Approach to 
Regression Analysis
Stringer states that “The underly­
ing rationale of analytical review is 
that conformity of amounts reason­
ably expected on the basis of past 
experience and other known condi­
tions provides useful evidential mat­
ter for auditing purposes.”1 In his 
paper, Stringer proposes that classi­
cal statistical regression analysis 
provides this kind of evidence in an 
objective rational way. Accordingly, 
solving the normal equations yields 
the regression coefficient estimates 
as follows
B = (XtX)-1Xty (2)
and the population covariance 
matrix is given by
V = s2(XtX)-1 (3)
where s2 is the sample estimate of 2 
and is computed according to
S2 = EtE (4)
where E is the matrix of error terms, 
or deviations of actual observations 
from regression model estimates.
The classical approach to regres­
sion presupposes that all relevant in­
formation (both past and present) 
has been included in the estimation 
procedure. In effect, all relevant in­
formation resides in the data itself 
and the auditor need only determine 
the most appropriate model formula­
tion to describe it. The classical 
regression output is assumed to 
yield the best estimate of the item’s 
true value and therefore provide the 
best evidence on which to base 
analytical review decisions. Advo­
cates of this approach assume that 
any extraneous information present 
when the analysis is performed but 
not included in the estimation 
procedure is unimportant.
The Bayesian Approach to 
Regression Analysis
Conversely, the Bayesian ap­
proach allows the auditor to make 
efficient use of available extraneous 
information regarding the coeffi­
cients in the regression equation. 
The resulting estimate should 
therefore be a closer approximation 
to the true value than that provided 
by the classical approach. By nar­
rowing the difference between the 
estimated value and the true value 
the auditor should have a better 
basis on which to make his decision 
regarding any apparent discrepancy 
between the regression estimate and 
the client’s book figure for the item 
of audit interest.
Extraneous information which 
may be incorporated under the




Professional education of women 
accountants is an important goal of 
both American Woman’s Society of 
Certified Public Accountants 
(AWSCPA) and American Society 
of Women Accounts (ASWA). 
Thousands of dollars have been 
contributed since 1966 to the 
Educational Foundation by mem­
bers of the two societies for use in 
funding projects that include the 
printing of career literature, award 
of scholarships, statistical surveys 
of members and funding of compli­
mentary subscriptions to The 
 Woman CPA. The success of pro­
posed educational activities by 
AWSCPA and ASWA is heavily de­
pendent on funds channeled from 
the membership into the Founda­
tion. Since the Foundation is with­
out endowment or corpus large 
grants are solicited from members, 
and matching gifts from employers, 
to subsidize regional and area ac­
counting seminars, graduate fellow­
ships. periodic distribution of The 
Woman CPA to accounting depart­
ments of accredited colleges and 
universities, and new career 
literature.
The Educational Foundation of 
AWSCPA-ASWA invites contribu­
tions as a fitting tribute to honor a 
professional friend, or to com­




Bayesian, or decision theoretic, ap­
proach may be either statistical or a 
priori in nature. Knowledge of the 
statistical type may come from pre­
vious or concurrent statistical inves­
tigation. That is, sampling results 
obtained in a preceding audit 
engagement constitute prior statisti­
cal information. Utilizing the Baye­
sian regression technique, the prior 
sampling evidence can be coupled 
with data gathered in the current 
audit. The resulting coefficient esti­
mates are therefore based on the two 
combined sets of information.
Knowledge of the a priori type 
usually arises from general theoreti­
cal considerations. Information 
regarding the sign of the coefficient 
or even the range within which the 
coefficient should lie are examples 
of a priori information. To illustrate, 
the auditor knows that purchase dis­
counts should increase when total 
purchases increases. Thus if 
there is a regression of purchase 
discounts on purchases, one would 
expect to obtain a positive slope. By 
the use of Bayes’ theorem, the audi­
tor can explicitly incorporate this 
kind of a priori knowledge into the 
analysis. Estimation procedures 
which incorporate both statistical 
and a priori types of extraneous 
information are described and 
illustrated below.
Estimation Procedures using 
Prior Statistical Information
Assume that we have data from 
two samples, (Y1, X1, n1) and (Y2, X2, 
n2), the first representing prior data, 
the second representing data col­
lected for the most recent audit ex­
amination. The particular estimation 
procedure employed depends upon 
whether we consider the two popula­
tion variances, σ12 and σ22, known 
or unknown and equal or unequal. In 
this paper, the variances are 
assumed known.
If the population variances are 
equal, the Bayesian model is 
equivalent to classical pooling. That 
is, the two samples are combined 
and parameters are computed using 
the aggregated data set. In this case, 
the vector of posterior regression 
coefficients is estimated by
B’ = (X1tX1+ X2tX2)-1((X1tX1)B1 (5) 
+ (X2tX2)B2)
where, B1 = the vector of coeffi­
cients estimated from 
the first data set
B2 = the vector of coeffi­
cients estimated form 
the second data set.
Both B1 and B2 are computed in ac­
cordance with equation (2) above.
Note that B’ is nothing more than 
the weighted average of B1 and B2. 
The weights are the moment 
matrices, X1tX1 and X2tX2. An alter­
nate formulation for B’ is (6)
B’ = (X1tX1 + X2tX2)-1(X1tY1 + X2tY2)
The posterior covariance matrix is 
given by
V’2 = s’2(X1tX1 + X2tx2)-1 (7)
where, s’2 = the posterior variance 
which is computed according to
s,2 = (n1 - k1)s12 + (n2 - k2) s22 (8)
s2 = (n1 - k1) + (n2 - k2)
and S12 and S22 are the sample 
variances as determined by equation 
(4) for each of the respective data 
sets.
In most applications of Bayesian 
regression analysis, it is more 
realistic to assume that the two 
population variances are not equal. 
For this case, Zellner and Tiao 
(1964) show how the vector of 
regression coefficients would be 
derived. Their formulation for 
parameter estimation is
B’ = (A1 + A2)-1(A1B1 + A2B2) (9)
where,
A1 = _1(X1tX1) (10)
S12
A2= (X2tx2) (11)
and A1 and A2 are called the preci­
sion matrices for the two popula­
tions.
In the unequal variances case, B1 
and B2 are weighted by the inverses 
of their respective covariance 
matrices of the regression coeffi­
cients. The covariance matrix for the 
posterior regression coefficients is 
estimated according to
V’2 = (A1 + A2)-1 (12)
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An Illustration
Assume that the data collected for 
the prior and current samples are 
represented by the following 
matrices:
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Conversely, if σ12 and σ22 are 
assumed known but unequal, then 
the vector of regression coefficients 
is estimated to (9) yielding the 
following values:
Estimation Procedures Using 
a priori Information
Now suppose that the source of 
extraneous prior knowledge is a 
priori rather than statistical in 
nature. To handle this kind of 
estimation problem, Theil and 
Goldberger (1961) have developed a 
procedure which they refer to as 
“mixed linear estimation.’’ The 
mixed procedure allows for several 
pieces of extraneous a priori infor­
mation to be handled simultane­
ously. When applying mixed linear 
estimation, the auditor must first 
construct an appropriate prior joint 
distribution for the regression coeffi­
cients and associated variance 
covariance matrix. The chosen prior 
distribution should be an adequate 
representation of prior belief regard­
ing the regression parameters in the 
model.
Generally, a priori type prior infor­
mation concerning regression 
coefficients can be expressed as in­
equalities on coefficients, or linear 
combinations on coefficients. For 
example, if the auditor believes a 
priori that a particular coefficient 
value must lie between zero and one, 
this knowledge may be formulated 
by setting the prior estimate of the 
coefficient and its variance at .5 and 
.0625 respectively. Alternately, the 
auditor may believe that the sum of 
two or more coefficients must range 
between plus and minus one, and 
would therefore express them as a 
linear combination. Once the prior 
distributions are established, the au­
ditor would then apply the above 
procedure thereby generating a post 
distribution which integrates the 
subjective initial belief about the 
model parameters with the available 
sampling information.
The narrower the range of values 
over which the coefficient may lie, 
the more useful is the injection of 
prior knowledge into the parameter 
estimation process. In the extreme 
case, where the interval is zero, the a 
priori information is exacting and 
may therefore be used to eliminate 
part of the coefficient vector to be 
estimated. Conversely, as the inter­
val widens, the a priori information 
plays a smaller and smaller role until 
its impact is virtually unnoticed. At 
this point, incorporating a priori sub­
jectivity into the analysis makes no 
noticeable improvement in the 
regression results.
In Summary
A decision theoretic approach can 
provide the auditor with regression 
results which are broader based 
than the classical approach. In­
tegrating statistical or subjective a 
priori type prior information into the 
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analysis should provide closer esti­
mates of audit population values.
The auditor should be aware that 
Bayesian regression requires ap­
propriate prior joint distributions for 
the regression parameters and the 
error variances. If a priori knowledge 
is used, then the chosen prior dis­
tributions should adequately repre­
sent the auditor’s initial subjective 
belief. The resulting post distribu­
tions mathematically integrate the 
initial belief with the available 
sampling information.
The auditor’s decision making 
process is influenced both by evi­
dence gathered during the course of 
audit investigation and by the poten­
tial impact that decisions may have 
upon readers of published financial 
statements. Analytical review pro­
cedures provide evidence regarding 
the reasonableness of reported ac­
count balances. The closer the audit 
estimates are to reality, the more 
realistic and accurate the resulting 
auditor decisions can be.
If the auditor’s goal is to provide 
the reader with the most reasonable 
approximation of true economic 
reality, then there should be employ­
ment of those audit procedures 
which would yield a more exacting 
portrayal of the client’s economic 
position and progress. By incor­
porating prior knowledge into the 
statistical estimation process, the 
Bayesian approach should provide 
the auditor with better evidence on 
which to base decisions. The exten­
sion of Bayes’ rule to regression ap­
plications in analytical review 
should provide better indicators of 
account balance reasonableness. If 
properly applied, the results should 
decrease the gap between reported 
and true values and thereby lessen 
the potential negative impact on 
users.Ω
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Which is your most important asset? 
Time? Talent? Training?
Asking that may be a bit like asking 
which is the most important leg on a three- 
legged stool.
Your training permits you to do what 
you’re doing. Your talent pretty much 
determines how well you’ll do it. Your time 
permits you to bring them both together.
But there’s one important difference.
You determine your own training. You 
define your own talent. But others can help 
add to your time.
For example, in the day to day strug­
gle of managing your time most efficiently, 
your McBee Rep can be of help. Your 
clients all need your accounting expertise; 
but some of them can benefit from book­
keeping help, too. That’s why your McBee 
Rep is screened, selected and trained to 
make life easier for you by making book­
keeping easier for your clients.
One of the big time killers in executive 
row is usually labeled: “Refusal to dele­
gate.” That is, doing too many things that 
could better be done by others. In terms of 
your professional practice, it could be a
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Ready to 
go to work for you,
on our payroll.
case of doing too much of the detail work 
of your clients.
Here’s where your McBee Rep can 
be most helpful by putting the appropriate 
one-write system into the hands of those 
clients you feel need it the most. In the 
course of a year, this could mean hours of 
your time saved in a client’s office by not 
having to get up to your elbows straighten­
ing out his books.
With a McBee one-write, you’re in 
position to start posting the ledger without 
having to backtrack to uncover errors so 
inherent in the reposting of numbers. It 
simplifies financial statement preparation by 
providing entries with the assurance the 
subsidiary books are in balance.
Between calls you enjoy the confi­
dence of knowing your client’s books are 
free of transcription errors ... entry by entry 
... day after day. All the while it gives your 
client the most efficient—and simplest— 
bookkeeping system suitable to his needs.
The nicest part of all is that you do 
yourself a favor while doing your client a 
real service. So why not work more closely 
with your McBee Rep?
It’s your time he or she is anxious 
to save.
E McBee
Litton Bookkeeping Systems & Forms
( ) Have my McBee Rep contact me.
( ) Let me have a copy of your new 1980 Accountant’s
catalog of McBee one-write systems.
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Avoiding Danger, Or Rising To Challenge
By J.W. Martin
Few economic decisions are made 
under conditions of complete 
knowledge. The lack of knowledge 
creates risk and uncertainty. Irving 
Fisher, in The Theory of Interest, 
states that risk varies inversely with 
knowledge. Thus, risk and uncer­
tainty are important factors in the 
decision-making process. In today’s 
accounting environment, these fac­
tors would seem to be important 
when considered with other external 
and internal conditions. Externally, 
accounting activities are subject to 
review by government regulatory 
agencies, with the possibility of 
intervention and penalties if the ac­
countant’s actions are deemed im­
proper or inappropriate. In addition, 
the independent accountant risks 
lawsuits from a number of third par­
ties. Within the accounting firm itself 
an individual’s performance is con­
stantly being evaluated by superiors. 
The accountant must meet certain 
standards, yet work conditions 
create varying degrees of limitations 
on such performance. As the number 
of professional standards increase 
along with professional liability and 
government supervision, risks and 
uncertainties of practice tend to rise. 
In an environment where decisions 
are made under such conditions, 
theories of risk taking deserve 
careful analysis. An increased un­
derstanding of accountants’ risk 
aversion behavior may aid our 
attempts to explain practitioners’ 
actions or perhaps even anticipate 
them in given situations.
Research Objectives 
and Scope
The objectives of this research are 
twofold: first to set forth the primary 
personality theories of risk taking 
which have been developed by psy­
chologists, and second, to discuss 
possible implications which these 
theories may have for accountants. 
Too often research in other fields, 
such as psychology, is ignored by 
accountants. This presentation will 
highlight the results of risk-taking 
research and expose them to con­
sideration by the accounting sector. 
The discussion will be limited to 
personality determinants of risk 
taking, as opposed to situational 
determinants.
The Nature of Risk 
and Uncertainty
To set the background for the dis­
cussion it may be useful to contrast 
economic and psychological defini­
tions of risk and uncertainty. From 
an economic standpoint, risk 
denotes a situation characterized by 
incomplete predictability of alterna­
tive events. That is, a situation may 
be characterized by partial but 
incomplete knowledge of the 
parameters of a probability distribu­
tion of a set of alternative events. In 
contrast, the economist views 
uncertainty as a complete lack 
of knowledge concerning the 
parameters of a probability distribu­
tion of a set of alternative events 
(Dictionary, 1969).
While the economist differentiates 
between risk and uncertainty on the 
basis of the presence or absence of 
knowledge, the psychologist 
differentiates the two terms by apply­
ing objectivity/subjectivity criteria. 
The psychologist views risk as the 
chance of incurring a loss of some 
kind. The nature of this loss may be 
physical, psychological, military, po­
litical, economic, or whatever; but 
something of value may be lost. Risk 
is objective in that it is external to the 
individual. It exists regardless of 
whether the individual is aware of it.
Whereas the psychologist views 
risk as a characteristic of the en­
vironment, he perceives uncertainty 
as a state of mind. Thus, uncertainty 
is a subjective phenomenon. Uncer­
tainty may be cognitive or affective. 
Affective uncertainty involves a state 
of doubt and indecisiveness. Cogni­
tive uncertainty involves the 
unpredictability of the outcomes of 
particular actions, but it is not 
necessarily stressful nor does it 
necessarily give rise to affective un­
certainty. Here, the psychological 
view conflicts with the economic 
assumption that men seek to avoid 
situations characterized by 
unpredictability. Psychologists point 
out that an individual may welcome 
a cognitively uncertain situation as a 
challenge.
Personality Theories of 
Risk Taking
The relationship between risk­
taking behavior and personality vari­
ables has been the object of con­
siderable research by psychologists 
in recent years. Various theories as 
to “who takes risk” have been pro­
posed, but the following four con­
structs appear to be most highly 
regarded among psychologists: 
Atkinson’s achievement motivation
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Risk-averse seniors may pad 
the audit budget.
model, Kogan and Wallach’s theory 
of motivation and cognition, Liverant 
and Scodel’s perceived environmen­
tal control theory, and Steiner’s 
arousal theory of risk taking. These 
theories will not be presented in turn.
Atkinson’s Achievement 
Motivation Theory
Atkinson’s theory of achievement 
motivation is not specifically in­
tended to explain risk-taking 
behavior; however, a risk-taking 
construct is incorporated within the 
conceptual framework. The con­
struct asserts that individuals are 
aware that their performance in 
given tasks will be evaluated ac­
cording to certain success criteria. 
Supposedly, this evaluation creates 
a desire to perform well, thus the 
situation becomes achievement- 
oriented in nature.
Depending on the reactions to 
these achievement-oriented situa­
tions, individuals are placed into one 
of two possible categories: (1) per­
sons who are high in the need to 
achieve success and (2) those who 
are high in the need to avoid failure. 
The former group seeks out tasks in 
which there are performance stand­
ards to compete against, while the 
latter group tries to avoid these 
situations because they are afraid of 
failing. The theory states that in­
dividuals in whom the motive to suc­
ceed is greater than the motive to 
avoid failure prefer tasks with inter­
mediate probabilities of success. In 
contrast, persons dominated by the 
motive to avoid failure prefer tasks in 
which the probabilities for success 
are either very high or very low 
(Atkinson, 1964).
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Why do success motivated in­
dividuals prefer tasks with inter­
mediate probabilities of success? 
They are not satisfied by taking 
small risks since accomplishing an 
easy task does not satisfy the 
achievement motive. Nor are they 
satisfied by taking a large risk 
because chance will usually thwart 
the achievement motive here. In­
stead, they prefer intermediate prob­
abilities because this is the area 
where significant achievements are 
reasonably possible. In contrast, the 
individuals who strive to avoid 
failure prefer greater certainty of 
knowing that they will either likely 
succeed or probably fail, depending 
on their choice of high or low prob­
abilities. But failing to accomplish a 
low probability task is not really 
failure, since no one really expected 
them to achieve such a difficult task 
(Atkinson, 1964). Thus, Atkinson re­
lates risk taking to the need for 
achievement and risk aversion to the 
need to avoid failure.
Several research studies provide 
empirical support for Atkinson’s 
theory. McClelland found that the 
tendency to prefer moderate rather 
than extreme risks in game situa­
tions was significantly related to 
scores on a graphic measure of n 
Achievement (McClelland, 1958). 
Atkinson and Litwin found that 
preference for intermediate level risk 
was related to high n Achievement 
scores on the French Test of Insight 
and preference for extreme risks 
was related to high scores on a Test 
Anxiety questionnaire (Atkinson and 
Litwin, 1960). Other tests confirming 
Atkinson’s theory have been per­
formed by Litwin, Meyer and Walker 
(1961).
Implications of the Theory 
for Accountants
Atkinson’s theory concerning 
motivational determinants (suc- 
cess/failure) of risk-taking behavior 
has important implications for public 
accounting. Accountants who are 
motivated to take risks due to a 
desire to be successful should re­
spond differently than accountants 
who are motivated to avoid risk by 
their need to avoid failure. To illus­
trate, an important task in planning 
an audit is preparing the time 
budget. When seniors prepare the 
budget, they are aware that they will 
be evaluated on the efficiency in 
which the audit is conducted, and 
the budget sets up standards against 
which performance can be 
measured. Risk-averse seniors who 
are intent on avoiding failure may 
“pad” the budget to such an extent 
that there is a high probability of 
meeting the budget. In contrast, 
seniors who are achievement moti­
vated may establish a moderately 
“tight” budget in which performance 
standards are high, yet realistic. 
They realize that there is perhaps 
only a fifty-fifty chance of meeting 
this budget, but they know it will pro­
vide a challenge for their audit team 
and, if successful, should enhance a 
favorable progress report from their 
superiors. As a result of their strong 
achievement motive, they are willing 
to take the risk of failing to meet the 
budget and any unfavorable conse­
quences which may result.
Other implications arise from 
research which relate employee per­
formance to risk attitudes and their 
underlying determinants. Atkinson 
and Litwin found that high need 
achievers (risk takers) showed 
greater persistence in working at an 
achievement related task. Moreover, 
such individuals are likely to show 
more efficiency, or a higher level of 
accomplishment, than persons in 
whom the motive to avoid failure 
(risk averters) is stronger than the 
motive to achieve success (Atkinson 
and Litwin, 1960). Thus, if Atkinson’s 
theory is valid, auditors who are will­
ing to bear risk may be more profi­
cient at applying auditing standards 
than those who are risk averters.
There is also evidence that risk 
averters tend to be unrealistic in 
their vocational choice with respect 
to both ability and interest. Research 
shows that they avoid consideration 
of achievement-related information. 
Thus, risk averters may lack relevant 
information concerning the kinds of 
satisfaction to be found in various 
occupations. They are prone to 
choose jobs only remotely related to 
the kinds of gratifications that they 
desire and expect to find in their 
vocations (Mahone, 1960). Thus, it 
appears that Atkinson’s theory has 
implications, not only for perform­
ance but also for job satisfaction, 
both of which are prerequisites for 
success in public accounting.
Finally, if accountants are to ade­
quately serve the business needs of 
tomorrow, innovative individuals 
who are willing to take calculated 
risks will be needed. In a rapidly 
changing environment, successful 
accountants must be willing to take 
certain risks. This does not imply 
that they should take risks which are 
so great as to bring almost certain 
disaster; nor does it mean that they 
should assume risks which are so 
conservative that their endeavors 
are limited and the growth of the ac­
counting profession is inhibited. But 
in certain situations, accountants 
should be willing to assume respon­
sibilities which involve both moder­
ate risks and moderate rewards.
Kogan and Wallach’s Theory 
of Motivation and Cognition
While Atkinson dwelled solely on 
motivational determinants of risk, 
Kogan and Wallach both expanded 
the motivational determinants being 
considered and distinguished be­
tween motivationally and cognitively 
determined risk taking. They 
focused on two motivational deter­
minants: text anxiety (Atkinson's 
fear of failure motive) and defensive­
ness (a trait which causes one to 
project and protect a particular im­
age; for example, males might seek 
to maintain a bold, risk-taking im­
age). Motivational risk takers are 
defined as those who are high 
scorers in test anxiety and defen­
siveness. Test anxious and defen­
sive subjects are characterized by a 
“risk conservative syndrone.” That 
is, their behavior is overinfluenced 
by motivational requirements, such 
as defending one’s self image or 
avoiding failure, and under­
influenced by situational aspects of 
a task. In contrast, cognitive risk 
takers score low in test anxiety and 
defensiveness. Instead of allowing 
motivational determinants to dictate 
the decision, they carefully evaluate 
situational cues which are relevant 
to successful performance (Kogan 
and Wallach, 1964).
Neither cognitive nor motivational 
risk takers are necessarily risk 
prone or risk averse. The difference 
between them lies in the consistency 
with which their risk-taking strategy 
is employed. Motivationally deter­
mined risk takers are either consis­
tently risky or consistently conserva­
tive. Their concern with anticipated 
evaluation causes them to ignore 
whether or not a task requires skill 
or merely luck. Their defensiveness 
causes them to ignore the effects 
which different risk-taking strategies 
may have on particular tasks. In con­
trast, cognitive risk takers do not ex­
hibit a consistent risk-taking orienta­
tion across various tasks. They ex­
amine the particular situation and 
choose the decision strategy whose 
expected success is greatest (Alker, 
1969).
When faced with failure, motiva­
tional risk takers react by taking a 
defensive position and insisting on 
their satisfaction with that strategy. 
However, cognitive risk takers will 
express dissatisfaction with the out­
come and change the risk-taking 
strategy to improve their results. 
Thus, Alker equates motivational 
risk taking to irrational risk taking 
and refers to cognitive risk taking as 
rational risk taking.
Alker contends that risk-taking 
behavior can be explained by the 
Kogan-Wallach theory without 
recourse to Atkinson’s theory of 
achievement motivation. He argues 
that, while a strong desire to suc­
ceed may cause individuals to try 
hard, this does not guarantee that 
they will possess the capability of 
learning from their mistakes, a 
capability which characterizes cog­
nitive risk takers. Thus, he believes 
that some subjects may be high on 
need achievement, and yet follow 
irrational, rigid risk strategies (either 
consistently conservative or risky). 
Rather than appraise one’s risk-tak­
ing behavior along motivational 
lines, he would use a rationality cri­
teria: the ability to appraise the 
properties of particular tasks and 
to evaluate and correct prior errors.
However, rather than casting the 
Atkinson theory aside, he cautions 
the reader with this statement (Alker, 
1969, p. 211):
No claim is being made that the Kogan- 
Wallach formulation should supplant the 
one with which it is being compared. 
The Atkinson-McClelland perspective 
has received far more extensive docu­
mentation than the former approach. 
When two theories lead to the same pre­
dictions, the confirmation of those pre­
dictions merely circumscribe the domain 
over which either theory can claim that it 
is the best available explanation. If both 
theories are confirmed, possibly the 
most useful contribution that would be 
made by a comparison is its estimate of 
whether one explanation accounts inde­
pendently for more variance in the de­
pendent variable than does the other.
The CPA should evaluate the 
audit environment on each 
engagement to determine the 
inherent risk.
Implications of the Theory 
for CPAs
Kogan and Wallach’s theory has 
relevance for all decision-makers 
since almost every decision of major 
consequence involves risk. If deci­
sion-makers view risk irrationally, 
then their decision may be irrational. 
The rational approach to risk prob­
lems is to evaluate the merits of the 
particular situation and then estab­
lish a risk strategy. The irrational ap­
proach is to allow inner motivations 
to dictate one’s risk preference while 
ignoring the cost-reward aspects of 
the situation. Auditors, in particular, 
should evaluate the risk inherent in 
each audit situation. For example, 
the CPA should evaluate the audit 
environment on each engagement to 
determine the risk inherent therein. 
This might include consideration of 
questions of independence, client 
disputes with prior auditors, reliance 
on other auditors, and tight restric­
tions on completion dates.
Special consideration should also 
be given to each client’s manage­
ment and business environment. 
Does management appear to stress 
the appearance of financial perform­
ance or is emphasis placed on real 
operating performance? Is the client 
willing to accept unusually high 
risks, such as with credit policies? 
Does the client operate in a high-risk 
industry? Does management face 
unusual liquidity problems or 
deteriorating operations? These are 
some of the factors which will deter­
mine the amount of risk inherent in 
individual engagements.
Evidence that some auditors are 
giving individual attention to the 
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Accounting assignments do 
not challenge all new staff 
members equally.
risks underlying each engagement 
exists in the form of audit risk ques­
tionnaires. These questionnaries 
provide a checklist of key risk fac­
tors that should be evaluated before 
the audit program is prepared. Only 
after considering the peculiarities 
of each situation can the auditor 
rationally establish his own risk 
strategy. This writer suspects that 
too many auditors allow their inner 
motivations of conservatism to dic­
tate their audit approach. This could 
result in overauditing, or what 
Kogan and Wallach would deem to 
be irrational risk taking.
Liverant and Scodel’s Theory 
of Internal and External 
Control
Liverant and Scodel base their 
theory on Rotter’s social learning 
theory. Rotter (1966) states his 
general concept of internal and ex­
ternal control as follows:
When a reinforcement is perceived by 
the subject as following some action of 
his own but not being entirely con­
tingent upon his action, then, in our 
culture, it is typically perceived as the 
result of luck, chance, fate, as under the 
control of powerful others, or as 
unpredictable because of the great com­
plexity of the forces surrounding him. 
When the event is interpreted this way 
by an individual, we have labeled this a 
belief in external control. If the person 
perceives that the event is contingent 
upon his own behavior, or his own rela­
tively permanent characteristics we have 
termed this a belief in internal control.
, Liverant and Scodel hypothesized 
that this internal-external control 
dimension would affect decision 
making in a risk situation. A decision 
will be approached differently ac­
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cording to the extent one believes 
that the outcome depends upon his 
own behavior. The internally con­
trolled individuals attempt to main­
tain control in chance-dominated 
situations by making a cautious and 
planned selection of probabilities. In 
contrast, externally controlled in­
dividuals will base their decisions on 
hunches or prior outcomes (Liverant 
and Scodel, 1970).
In a gambling situation, Liverant 
and Scodel found that internally con­
trolled subjects chose significantly 
more intermediate probability bets 
than externally controlled subjects 
and that significantly more “inter­
nals” than “externals” never 
selected an extreme high or low 
probability bet. Finally, their test 
results indicate that the amount of 
money wagered on safe as against 
risky bets was significantly greater 
for “internals”, and the “internals” 
tended to be less variable in their 
choice of alternatives.
In essence, the two types seem to 
differ according to a belief in luck 
versus a belief in one’s own ability to 
control events. Test results indicate 
that the “internals”, who do not 
believe in luck, tend to select more 
intermediate probability bets; 
whereas, the chance-oriented “ex­
ternals” select more longshots. 
These results support the internal­
external control theory. Internals 
desire to have control of their own 
fate and thus prefer high probability 
bets which are almost certain to 
bring success. Externals choose 
lower probability bets because they 
believe their fate is not in their own 
hands.
Implications of the Theory 
for CPAs
Rotter and Mulry (1965) discuss 
the behavioral implications of the 
internal-external control theory as 
follows:
The perception of a situation as con­
trolled by chance, luck, or fate will lead 
to predictable differences in behavior, in 
comparison to situations where a person 
feels that reinforcement is controlled by 
his own behavior. The individual who 
tends to perceive reinforcements as con­
tingent upon his own behavior is more 
likely to take social action to better his 
life conditions, is more likely to attend 
to, and to learn and remember informa­
tion that will affect his future goals, and 
is generally more concerned with his 
ability, particularly his failures. The in­
dividual who seems to be more internal 
also appears to have a greater need for 
independence and is resistive to subtle 
attempts at influence.
The implication is that “internals” 
are more attentive to feedback than 
“externals”. This parallels the writ­
ings of DuCette and Wolk (1972) who 
conclude that externals fail to 
develop perception of their skills and 
also fail to develop critical skills 
themselves. Their views are ex­
pressed as follows:
By systematically eliminating feedback 
from the environment, such a person is, 
in essence, demonstrating a tendency to 
avoid situations where he can ever 
change his behavior. An external sub­
ject, by his choice of extreme options, is 
guaranteeing the fact that he will receive 
extremely impoverished and biased 
feedback about himself.
Auditors generally receive 
progress reports from their superior 
after each job is completed. In es­
sence, they receive feedback con­
cerning their performance on that 
particular job. If the progress review 
is to be successful, the auditor must 
“attend to and learn” from the 
superior’s suggestions. To ignore 
assessing one’s weaknesses is to 
invite disaster. Future success is 
dependent on adequately assessing 
one’s performance on the basis of 
feedback. Thus, auditors who are 
“externals” (extreme risk takers as 
classified by Liverant) may dis­
regard feedback which is essential 
to their success.
Steiner’s Arousal Theory
Steiner’s theory is based upon 
research which suggests that inter­
mediate levels of arousal (a measure 
of responsiveness) result in better 
task performance than either very 
high or very low levels. These 
studies reflect an inverted U-shaped 
relationship in which increases in 
arousal are associated with im­
proved performance up to a point, 
after which additional increases 
lead to increasingly inferior perform­
ance (Steiner, Jarvis and Parrish, 
1970).
Hebb analyzed this relationship 
and hypothesized that insufficient 
arousal would result in boredom, 
and if prolonged, would create a 
desire for stimulation and a wish to 
escape from the situation. On the 
other hand, excessive arousal 
results in a disruption of normal 
behavior and a similar desire to
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Atkinson Risk taking is related 
to the need for 
achievement and risk 
aversion to the need to 
avoid failure. Risk 
takers will select tasks 
with intermediate 
probabilities of suc­
cess; risk averters 
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either extremely low or 
high probabilities of 
success.
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fluenced by motivating 
and cognitive factors. 
Motivational factors 
may lead to rigid, irra­
tional risk decisions. 
Cognitive factors lead 
to a flexible and ra­
tional approach to 
risk. The cognitive risk 
taker learns from his 
mistakes and revises 
his risk strategy; 
whereas the motiva­
tional risk taker is con­
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one's belief in his own 
ability to control 
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Steiner One reacts to risk ac­
cording to his state of 
arousal. Since risk 
can alter arousal 
levels, one may seek 
out or shun risk de­
pending on his present 
arousal level. If one is 
already highly 
aroused, he may avoid 
risks, but if his arousal 
state is low, he may 
adopt risky strategics.













Steiner et al. Steiner’s own experi­
ments show mixed 
results.
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escape. Thus, when the level of 
arousal is below optimum Hebb sug­
gests that an individual “should ap­
proach, and take pleasure in, any 
circumstances which will increase 
arousal.” In contrast, when arousal 
exceeds an optimal level, a person 
“should withdraw in displeasure 
from the situation’’ if possible 
(Steiner et al, 1970).
Steiner relates the arousal hy­
pothesis of Hebb to risk-taking 
behavior by assuming that risk situa­
tions give rise to high arousal levels. 
They suggest that individuals can in­
fluence these levels of arousal and 
bring them toward an optimum by 
either avoiding or seeking out risks. 
They further assert that the extent to 
which people are willing to bear risk 
depends upon their current level of 
arousal. If they are experiencing 
high arousal levels, subjects will 
tend to avoid risk and adopt cautious 
strategies which will bring down 
their arousal level toward an op­
timum. Conversely, if they are ex­
periencing low levels of arousal, 
they will tend to accept risks and 
thus increase their arousal level 
toward the optimum.
Implications of the Theory
In essence, Steiner implies that 
there is some optimal arousal level 
at which individuals are willing to 
accept risks. At this level, they attain 
optimal task performance and avoid 
boredom. If Steiner is correct, ac­
counting firms should pay particular 
attention to the degree to which 
employees are challenged by job 
assignments.
Consider the manner in which new 
recruits are typically handled. The 
audit senior usually gives the new 
employee relatively easy assign­
ments, such as tasks which are 
rather mechanical in nature. 
Moreover, the junior is often 
assigned to audit accounts of lesser 
importance and to accounts which 
have been found to be relatively 
“clean” in prior audits. This ap­
proach supposedly gives the inex­
perienced employee an opportunity 
to become acclimated to the audit 
environment before confronting 
tasks of a more demanding nature. 
This approach may be appropriate 
for the average recruitee; however, 
juniors that are considered to be in 
the “cream of the crop” category 
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become bored and dissatisfied when 
given less challenging assignments.
A better approach could be to 
differentiate among new employees 
on the basis of their preemployment 
records. Burton has suggested that 
recruits should be divided into one of 
three groups: audit staff potential, 
partner potential, and managing 
partner potential. Those with audit 
staff potential would go through the 
normal audit staff training approach. 
The activities of those with partner 
potential would be scheduled so that 
a significant proportion of their time 
in their recent years is allocated for 
personal growth. They would not be 
evaluated on how much auditing 
work they completed, but instead, a 
conscious effort would be made to 
develop them into “question askers,” 
both within the firm and within the 
client’s office. This would be ac­
complished through outside projects 
and special educational efforts. 
Finally, those with managing partner 
potential would start at the top as ad­
ministrative assistant to a partner 
(Burton, 1971). While Burton’s pro­
posal may seem radical, a differen­
tiation approach may be necessary 
in order for each individual to attain 
an optimal arousal level which, ac­
cording to Steiner, leads to optimal 
risk taking and task performance.
For purposes of summary and 
comparison, the reader should refer 
to Table 1 which highlights the 
above theories. It should be 
emphasized that all of the theories 
have received mixed test results. 
This fact must be kept in mind when 
considering the implications for 
auditing. One purpose of this 
research is to bring the theories to 
the attention of accountants, for if 
one or more of the theories are valid, 
then their implications should be 
noted.Ω
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As this article is written, President 
Reagan has yet to sign the Economic 
Recovery Tax Act of 1981, recently 
passed by both houses of Congress. 
While it is clear that the legislation 
will be signed, it is unclear what the 
full impact of various last minute 
amendments will be. This article, the 
first in a series, will discuss the 
impact of the law on individual 
taxpayers.
1981 Changes
Only a few of the vast changes in 
the tax law will affect individual tax­
payers in 1981. These changes in­
clude the areas of rate reduction, 
sales of personal residences, tax 
straddles, capital gains, adoption 
expenses and stock options. The 
rate reduction has been ac­
complished by providing a credit 
equal to 1.25% of the 1981 income 
tax under the old tables. Withholding 
schedules will be reduced by 5% as 
of October 1, 1981, to provide wage 
earners the benefit of this credit. 
Under a somewhat complicated 
computation, the law provides that 
capital gains occurring after June 9, 
1981, will be subject to a maximum 
rate of 20%. No adjustment was 
made up to the §1202 exclusion, 
which remains 40%, nor to the hold­
ing period, which remains one year. 
The Act extends the permissible roll­
over period with respect to sales of 
principal residences from 18 months 
to two years, and raises the 
“over-55” one-time exclusion to 
$125,000. Both provisions apply to 
sales made after July 20, 1981, and 
rollover periods which have not 
expired by that date.
In the area of stock options, the 
new law reestablishes preferential 
treatment for employee stock op­
tions, now called incentive stock 
options. If the options are granted 
under a plan which meets the new 
requirements, there is no taxable 
event (including no tax preference) 
on the grant or exercise, and the 
stock need only be held for one year 
to qualify for capital gain treatment. 
The combined holding period for the 
option and the stock must be at least 
two years. If the stock is disposed of 
within the two-year period, the trans­
action will generally be treated in the 
same manner as the pre-’76 qualified 
options, i.e., the “spread” at exercise 
will be treated as ordinary income, 
and the employer will get a compen­
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amount. Unlike prior law, if the stock 
is sold for less than its value on the 
date of exercise, no capital loss is 
recognized; the ordinary income (as 
well as the employer deduction) is 
limited to the difference between 
basis and sales price. These rules 
generally apply to options exercised 
after January 1, 1981, but may apply 
earlier in certain circumstances. The 
law also includes complex rules 
which change substantially the taxa­
tion of commodity-related trans­
actions, including regulated futures 
contracts, straddles and hedges. 
These rules generally apply to all 
“positions” after June 23, 1981.
Finally, the law grants relief for 
certain expenses involved in the 
adoption of designated hard-to- 
place children with special needs.
1982 Changes
The changes for individuals that 
begin to take effect in 1982 can 
generally be classified into three 
groups: changes in tax rates for in­
come and estate taxes, changes 
affecting savings and retirement 
planning, and “all other”. The best 
known provision of the Act creates 
new income tax rate schedules for 
1982, 1983 and 1984. The schedules, 
in general, result in cumulative 
reductions of 10%, 19% and 23%, 
respectively. For taxpayers with sub­
stantial incomes comprised pri­
marily of personal service income, 
the actual reductions realized will be 
lower because of the benefits pre­
viously enjoyed from the “maxi-tax”. 
In 1982, the top rate of tax will be 
reduced from 70% to 50%, which will 
provide savings significantly greater 
than 10% for taxpayers with income 
in excess of $100,000. The final ad­
justment to income tax rates takes 
the form of a deducation for two- 
earner married couples, an attempt 
to mitigate the problems caused by 
the different rate schedules for 
single and married persons. In 1982, 
a couple is permitted to deduct 5% 
of the lower-earning spouse’s net 
earned income (reflecting reduction 
for any expenses deducted in arriv­
ing at adjusted gross income which 
are employment related). For 1983 
and thereafter, the deduction rises to 
10%.
The estate and gift tax changes 
take several forms. Beginning in 
1982, donors can make gifts, free of 
gift tax, of up to $10,000 per year per 
donee ($20,000, if spouse consents). 
In addition, amounts paid for medi-
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cal expenses or tuition are not treat­
ed as taxable gifts. Also, beginning 
in 1982, the unified credit will be in­
creased annually until 1987 when it 
will have the impact of exempting 
from taxation estates of less than 
$600,000. Simultaneously, there will 
be a reduction in the tax rate applied 
to estates in excess of $2,500,000. By 
1985, when the rate reduction is fully 
implemented, the highest estate tax 
bracket will be 50% and will apply to 
estates in excess of $2,500,000. The 
other significant amendments to the 
estate tax area include eliminating 
the provision which had taxed gifts 
made within 3 years of death, except 
when the gift involves life insurance; 
and providing for an unlimited 
marital deduction. The change in the 
marital deduction, more than any 
other amendment in this area, re­
quires practitioners involved in 
estate planning to review and possi­
bly revise existing estate disposition 
plans.
In the savings and retirement 
areas, Congress has made a number 
of changes. The new “all-savers”
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certificate will provide an exclusion 
of up to $1,000 ($2,000 on a joint 
return) of income generated from 
certain specified certificates of 
deposit. There are restrictions 
against borrowing funds to invest in 
these certificates. This investment 
may not be as advisable as other 
forms of investment for taxpayers 
whose tax bracket is not high 
enough to compensate for the less- 
than-market rate of interest being 
paid. The Act also repeals the 
$200/$400 exclusion for interest and 
dividends for 1981. The public 
utilities also received favorable 
treatment under the new law for their 
dividend reinvestment plans. Begin­
ning in 1982, stockholders may elect 
to defer up to $750 ($1,500 on a joint 
return) of dividend income where the 
dividend is received in additional 
shares. To the extent this election is 
made, the shares will have a zero tax 
basis, converting potentially 50% 
income to 20% income.
In the retirement income category, 
Congress has responded to the 
clamoring of taxpayers for 
liberalized IRA rules. The limitation 
on deductible contributions was in­
creased for 1982 from $1,500 to 
$2,000 ($2,250 with a non-working 
spouse). Of significance to the part- 
time worker, this contribution may 
equal up to 100% of earned income. 
The rules have also been liberalized 
to permit divorced persons to make 
deductible IRA contributions from 
compensation and alimony pay­
ments of up to $1,125. The provision 
most likely to generate interest is the 
repeal of the active participant rule. 
Beginning in 1982, even though a 
worker may be considered to be 
“covered” by an employer-spon­
sored retirement plan, a deductible 
contribution of up to $2,000 may be 
made to an IRA, employer-spon­
sored plan or combination thereof. 
The deductible contributions to an 
employer plan will be treated 
similarly to IRA amounts when dis­
tributed, and will not benefit from 
special capital gains or 10-year 
averaging.
In reviewing the limits on contribu­
tions to HR-10 plans, Congress was 
a little more generous. Beginning in 
1982, partners and sole proprietors 
can now contribute up to $15,000 
(limited to 15% of earnings). The 
previous $100,000 limitation on for­
mula compensation can be in­
creased to $200,000 if a contribution 
of at least 7.5% of compensation is 
made for all participants. A contribu­
tion can also be made to an IRA, in 
effect, raising the deductible limit to 
$17,000. There have been revisions 
to the TRASOP and ESOP rules, 
some of which became effective in 
1982.
Among the miscellaneous provi­
sions is a relaxation of the onerous 
tax impact upon the receipt of cer­
tain restricted property. The law pro­
vides that in 1982 and thereafter, 
where the gain on a sale of stock 
would be subject to restoration 
under SEC “insider” rules or where 
transferability is restricted as a 
result of “pooling of interest” rules, 
the income recognition will be 
delayed until these “restrictions” 
lapse. One of the much-talked-about 
provisions, charitable deductions for 
non-itemizers, will have little benefit 
until 1985 when 50% of all charitable 
contributions can be used to reduce 
gross income. Prior to that year, only 
25% of the amount contributed can 
be deducted, with the deduction 
limited to $25 in 1982 and 1983 and 
$75 in 1984. In 1986, 100% of all 
contributions can be deducted. The 
provision expires after 1986.
Also beginning in 1982, U.S. 
citizens working overseas will be 
granted a substantial exclusion from 
taxation for certain income earned 
abroad. The exclusion in 1982 is 
$75,000 and increases by $5,000 
each year until 1986 when a $95,000 
exclusion becomes permanent. An 
excess housing allowance will also 
be permitted.
The Act also increases the amount 
of child care credit and creates a 
tiered structure. For taxpayers with 
adjusted gross income in excess of 
$28,000, the credit is limited to $480 
for one child and $960 for two or 
more.
Delayed Provisions
Some provisions of the new law do 
not become effective for several 
years, including “indexing.” Begin­
ning in 1985, individual tax brackets 
as well as personal exemptions and 
the zero bracket amount will be ad­
justed based on changes in the Con­
sumer Price Index. Also beginning in 
1985, a new net interest exclusion 
will be available. The exclusion will 
be 15%, but not more than $450 
($900 on a joint return) of the excess 
of qualified interest income over 
qualified interest expense. Qualified 
interest income includes income 
from regulated thrift institutions and 
corporate bonds. Qualified interest 
expense does not include home 
mortgage interest.
Our next article will address some 
of the business provisions, in partic­
ular, those affecting capital recov­
ery. The impact of the 1982 changes 
for individuals makes it incumbent 
upon all practitioners to review the 
personal tax planning of their clients 
so that the least possible tax can be 
paid over the 1981-1982 period. In 
particular, taxpayers with sub­
stantial amounts of passive income 
should generally take steps to defer 
the receipt of that income until 1982.
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In recent years, objective ques­
tions of a multiple choice type have 
made up a significant part of the 
CPA exam. They have been used in 
all parts of the examination and have 
constituted from about one-third to 
one-half of each section as 
measured by time allowances.
For example (in objective ques­
tions) the May 1980 session Practice 
— Part I showed 135 minutes out of a 
minimum allowance of 200 minutes; 
Theory in the same exam repre­
sented 90 minutes out of 150 minutes 
minimum allowance. In the Novem­
ber 1978 exam Practice — Part II 
contained 100 of 270 minutes on the 
maximum allowance and Business 
Law in that exam devoted 105 
minutes of 210 minutes on the max­
imum allowance to multiple choice. 
Almost without exception all of the 
questions in every exam have 
utilized a four answer choice format.
Guest Authors:
Robert M. Jennings, Sr. 
and Robert M. Jennings, Jr.
A basic assumption in objective 
testing is that no bias will exist 
towards one of the answer choices 
or against other choices. In elemen­
tary statistics there are several dem­
onstrations that can be made to 
show that unconscious bias exists in 
most of us. A question can be posed 
as to whether the objective ques­
tions of the CPA exam have ex­
hibited any bias on the part of the 
examiners. We should stress 
strongly that we are not implying 
bias in any sense of dishonesty. The 
bias we would be examining would 
be mainly an unconscious one: e.g., 
a preference for “c” over “d” for any 
of a variety of reasons, mostly 
unknown.
Several statistical tests are avail­
able that can determine whether 
such bias has been present. The 
customary test to use in such cir­
cumstances is known as the Chi-
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Square test, and is symbolized as X2. 
It is not a difficult test to understand.
If there were no bias present in the 
construction of the test then as the 
number of items sampled grew very 
large we would expect the relative 
frequency of each of the answer 
choices to approach one-fourth in 
the four-choice format. This is a 
reflection of the basic definition of 
probability. On the other hand, if the 
examiner has an unconscious bias 
towards, for example, the letter “b” 
then that answer will creep into the 
examination process more fre­
quently than probability would indi­
cate. It follows though that as “b” is 
chosen more frequently than it 
should be, then the relative frequen­
cies of a, c, and d will decline.
The chi-square test does not 
presume that the actual distribution
Actual (what we counted) Expected (¼ of 200) A-E (A-E)2 ÷ E = X2
55 50 5 25 50 .5
45 50 -5 25 50 .5
58 50 8 64 50 1.28
42 50 -8 64 50 1.28
Total X2 3.56
Some explanation of the reason­
ing for several of the computations 
is in order. The squaring step is 
designed to weight negative 
differences, as well as positive 
will come out exactly as expected. 
Instead it says, in effect, that some 
variation would be expected by 
chance but that variation should not 
be too large. To make the critical 
decision as to when the variation is 
too large it is necessary only to com­
pute a value for the variation as 
described below and compare it to a 
table of values for the X2 statistic 
that has already been worked out.
The arithmetic value for the varia­
tion amount is computed by adding 
together the results of each com­
parison of, for example a’s to be ex­
pected a’s; b’s to b’s, etc. Each com­
putation is
(actual minus expected)2. 
expected
If we tallied 200 multiple choice 
responses on a four answer choice 
then 
differences. If we expected a value of 
ten then an actual value of thirteen 
should carry the same weight as an 
actual value of seven. In tabular 
fashion:
For a VIP (besides yourself) at your 
office...
Actual Expected Actual Minus Expected (Actual Minus Expected)2
13 10 +3) not the same 9) the same weight
7 10 -3) as 9) as
$6.00 will remind a giftee of your 
thoughtfulness in January, April, 
July, and October. It will say 
something good about your taste, too 
In like manner the dividing by ex­
pected values is a logical step to 
compare the variations better. 
Clearly it is the relative magnitude of 
the departure from expected rather 
than the absolute size of the depar­
ture. Consider two cases:
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Actual Expected Actual minus Expected (A - E)2
Case 1. 20 30 -10 100





but the Case 2 variation is much 
more significant since it relates to a 
much smaller base.
To test for possible bias the five 
exams from May of 1978 through 
May of 1980 were analyzed. Every 
response from each of the five ses­
sions was tallied as to whether it was 
a, b, c, or d. As we prepare to 
manipulate the number results com­
paring expected to actual, a sum­
mary of the testing process might be
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helpful. There are many table values 
available for a critical X2. The tables 
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If the computed result exceeds the 
table value we assume bias is pres­
ent, if the computed result is less 
than the table value then the 
difference between actual and ex­
pected has been small enough to 
presume that no bias exists. The 
statistical phrase when we find no 
bias is “fail to reject the null 
hypothesis.”
The significance percentage is a 
judgment choice and we will use 
the traditional 5%. In everyday 
language this means our decision, 
by chance, would be wrong only 
once in twenty tries.
The degrees of freedom value 
comes from (n-1) in this type of prob­
lem. Since there are four classifica­
tions (a, b, c, d), degrees of freedom 
are (4-1) or three. In everyday 
language degrees of freedom means 
the number of observations that can 
vary in the problem. If we looked at 
200 answer choices spread between 
a, b, c, d then as soon as we have 
tallied a, b, and c the d value is fixed. 
Only three of the four classifications 
are free to vary hence there are only 
three degrees of freedom. Our criti­
cal X2 is at the intersection of 5% 
significance and three degrees of 




D 31. The remaining calculations...
The main test was in terms of the 
aggregate answer distribution from 
all five exams. In addition some 
analysis of the individual tests was 
made. The aggregate distribution is 
the soundest one to test because the 
law of large numbers should prevail, 
given the number of answers under 
observation.
Given the established significance 
level we proceeded with the test by 
utilizing the X2 statistic and our tally. 
The results can be summarized as: 
(not in rigorous statistical language)
Practice I failed to detect bias
Practice II a significant bias exists 
Auditing failed to detect bias
(but see below)
Law failed to detect bias
Theory failed to detect bias 
(but see below)
Since Practice II was the only sec­
tion to indicate bias we will detail the 
test for it premised on the data from 
the five exams. The five tests in­
cluded 188 multiple choice items. 
The computation for X2 proceeds as
188 ÷ 4 = 47 items expected in 
each category of A, B, C and D.
The actual tally was:
There’s an S-K Form 
to meet your needs!
• CARBON INTERLEAVED 
FORMS, (One-wide)
W-2’s: 4, 6, 7 and 8 part sets 
1099’s: 4 part sets
• W-2’s for DATA PROCESSING
Carbonless (Two-wide) W-2 
Self-Mailer (Two wide) W-2 
3 and 4 part sets
• Double Window Envelopes
Fit W-2’s and 1099’s
• IMPRINTING OF FORMS
at low cost
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AUDITOR/ACCOUNTANT
— Full Charge. Reconcile daily 
cash and bank statements. 
Calculate daily indices for opera­
tion departments. Verify cash 
receipts and sales totals. Prepare 
and maintain Purchase/Accounts 
Payable; effect payments and re­
concile. Consolidate accounts 
payable; prepare inventory 
allocations and expense distribu­
tion. Consolidate cash disburse­
ments and prepare accounts 
analysis. Prepare Semi-Monthly 
payroll for processing by com­
puter. Departmentalize payroll ex­
penses and calculate payroll 
taxes. Maintain departmental in­
come and expense accounts. 
Reimburse Petty Cash account 
and prepare expense analysis. 
Reconcile bank accounts. Pre­
pare aged Accounts Receivable. 
Compute Sales Taxes and effect 
payment. Consolidate monthly 
operation and prepare complete 
financial statement. Institute and 
coordinate up-dated systems 
beneficial to the business. 
Minimum experience 4 years. 
Must be able to operate adding 
machine and typewriter. 40 hrs. 
per week. $300.00/week.
Mail resume to The D.C. Burns 
Realty and Trust Company, atten­
tion Mr. L. E. Canterbury, 1636 
Welton Street, Denver, Colorado 
80202. (303) 629-1899.
Robert M. Jennings, Sr., CPA, 
D.B.A., is professor of business 
administration at Indiana University 
Southeast.
This computed value is larger than 
the critical value for X2 of 7.8 and 
indicates that it is unlikely that this 
variation occurred by chance. The 
bias is due to disproportional choice 
of answer B over answer D.
The other four test sections did not 
reveal any examiner bias but there 
are several observations that can be 
made. The Auditing portion of the 
exams consisted of 300 questions 
which yields an expected value of 75 
for each of the answer categories A, 





The observation that can be offered
Prior to May 1980 May 1980 Cumulative
A 55 15 70
B 56 8 64
C 52 16 68
D 37 21 58—_—— __
200 60 260
(expected 50) (expected 15) (expected 65)
Robert M. Jennings, Jr., CPA, is a 
staff accountant with Melhiser, 
Endres & Tucker at New Albany, 
Indiana.
is that this section of the exam 
seems to display a purposeful intent 
on the part of the examiners to bring 
results almost exactly in line with ex­
pected. Each of the five component 
exams contained 60 multiple choice 
questions and even on the individual 
exams a very tight distribution was 
found. The lowest and highest in­
dividual counts were 11 D’s and 19 
C’s found on the May 1978. All other 
results were even closer to the ex­
pected value of fifteen.
An observation on the Theory por­
tions of the exams would suggest 
that the May 1980 exam was used to 
“catch up’’ on the normality of a dis­
tribution that was getting out of 
hand. It is impossible to make this 
point statistically but note
One other interesting anomaly in 
looking at the individual exam for 
May 1980 shows that Question 3 in 
Practice I had 20 multiple choice 
items without a single “A’’ answer. 
This is an exceptional event in terms 
of its probability. This question was 
the one devoted to federal income 
taxation. Under the supposition that 
this area of questioning could reveal 
bias it was tested separately, but 
other than the May 1980 result no 
significant departure was observed 
from a normal distribution.
In summary there appeared to be a 
close relationship of actual distribu­
tion to expected distribution in all 
areas of the exam except Practice II. 
In fact the Auditing distribution was 
so close as to suggest purposeful 
choosing of answers so as to main­
tain a close relationship. In a light 
vein, it is suggested that future test 
takers should, when uncertain on 
multiple choice questions in Prac­
tice II, opt for answer choice “b” in 
preference to “d.”Ω
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How to buy 
more than a 1040, for 
less than $1040.
highThe answer is Trimline, ADP’s low cost, 
quality service for the basic return. Just right 
for most tax payers.
For $10.00 plus photocopy costs 
you get a fully collated Federal 1040; 
Schedules A, B, G, R/RP, and
TC and Forms 2210, 2440, 
3903, 4136, 4726, 4868, and 
5695; State returns and all 
supporting schedules; and a 
Diagnostic Report. (Short 
Form 1040A’s are processed 
for a substantial discount.)
Spend more; get more.
For returns that are a bit more 
demanding there's Regular 
Plus. It includes all but a few 
of the tax forms you’re ever 
likely to run into: Federal 
Schedules A, B, C, D, E, F 
(including SE), G, R/RP, SE, and 
TC. Forms 1040ES, 1116, 2106, 2210, 
2440, 2441, 3468, 3903, 4136, 4255, 4625, 
4726, 4797, 4798, 4868, 4874, 4972, 5329, 
5500K, 5695, 5884, and 6251. Plus all the 
advantages of a computerized system.
Then there’s Executax and Executax Plus, 
the top-of-the-line, state-of-the-art ser-
vices for returns for your most 
demanding clients. You get all
of the forms and schedules 
you’re ever likely to need, 
plus a tax organizer and 
pro forma and a wide 
array of diagnostic reports
and schedules.
No matter which ADP tax 
service you use you get 
computerized pro formas. 
Free training. Free sup­
plies. Fast turnaround.
And we offer pick-up and 
delivery service six days a 
week during tax season.
All forms and schedules are 
printed by laser—which means 
every copy is an original with no 
more hard-to-read carbons —plus 
they are guaranteed to be accurately 
collated by computer. ADP Tax Services. 
Another service for accountants from 
ADP, the leading supplier of computerized 
services for accountants in the world.
Nobody does more 
for accountants and their 
clients than we do.
Act now and get a










Garden City, NY 11530
(516) 248-0100 Call collect.
□ I want the 1982 U.S. Master Tax Guide.
Please have your representative call me.
□ Send more information.
□ Please have a Professional Services
Representative call me for an appointment.
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EDITOR'S NOTE: This column is 
not a book review, but a summary. 
Until this book is published in 
English, a highly unlikely event, it 
will remain inaccessible to account­
ants and economists who speak 
neither Russian nor German. This 
column is designed to help them in 
their research.
Since prices, especially of food 
items, are the major cause of the 
developments in Poland, a closer 
look at the Russian system of price 
formation should be of interest to 
everybody in the West. And since 
prices play a crucial role in the 
determination of net income, the 
subject is of special concern to 
accountants.
To describe the Russian system of 
price determination this column will 
summarize a recent book by Profes­
sor Dr. Juri W. Jakowez. The Rus­
sian title of the book is Zeny w 
planowom chosjaistwe; a German 
translation under the title Die Preise 
in der Planwirtschaft, published in 
East Germany (Verlag Die 
Wirtschaft, Berlin, 1976, 246 p.), is 
the basis for this column since the 
author of this column does not speak 
Russian. All page references are to 
the German edition. The English 
translation of the title is Prices in a 
Planned Economy.
A note about the translation from 
the German of the book into the 
English of this column is in order 
first of all. The German book is writ­
ten in academese, which is similar to 
bureaucratese, a style noted for un­
necessarily long words and sen­
tences, for superfluous repetitions 
and a generally murky language. In 
addition, the official literature of 
socialist counties — and a book 
about price formation certainly 
belongs into that category — is writ­
ten not only to describe and explain 
its subject, but also to justify' and 
glorify the Communist way as the 
best of all possible ways. To make 
this column easier to read and un­
derstand, the German version will 
generally be paraphrased and the 
propaganda will mainly be elimi­
nated. Whenever it is necessary to 
be precise or to emphasize a point, 
an exact translation, identified by 
quotation marks, will be used.
The book consists of an introduc­
tion, a main body of seven chapters, 
and a summary. This column will 
follow that format. The titles of the
International Accounting
Prices In A 
Planned Economy
Editor:
Ula K. Motekat, CPA, D.B.A.
Old Dominion University
Norfolk, VA 23508 
chapters will be used as section 
headings.
In his introduction Jakowez states 
that past research in the “science of 
planned price formation” (p. 15) has 
focused on a description and ex­
planation of the status quo. In his 
opinion, the decisions of the 24th 
Congress of the Communist Party to 
stabilize the price level and, 
wherever economically feasible, to 
lower prices necessitates a new ex­
amination of price development. No 
doubt the worldwide inflation of the 
past decades and its effect on the 
socialist economies played a part, 
too. In any event, Jakowez sees a 
need for an “exhaustive examination 
of the nature and factors of price 
movement in the socialist economy, 
as well as the development of a 
scientifically based mechanism for 
the planned management of price 
development” (p. 16) and promises 
to fill that need with his book.
Planned Prices as a Concept 
in the Socialist Economy
According to Jakowez the plan­
ned price is a new concept in eco­
nomics peculiar to socialist coun­
tries. It has two functions: On the one 
hand it expresses the value of the 
costs of production, just as it does in 
other countries; on the other hand it 
is a tool of socialist planning and a 
lever in the state’s management of 
the economy.
Jakowez realizes that the develop­
ment of the economy cannot be plan­
ned unless prices, too, are planned. 
In addition to prices, he writes, the 
state also uses such other statistics 
as “the volume of finished pro­
duction, profits, profitability, costs of 
production and transportation, the 
money income of the population, the 
volume of investments, etc.” (p. 21) 
in planning the socialist economy. 
He acknowledges that every one of 
these variables is dependent on 
prices when he writes, a few pages 
later, that “prices determine the 
volume of finished production and of 
profits, the level of profitability, the 
real income of the workers, the pro­
portional distribution of the national 
income as well as the stability of the 
money supply.” (p. 27) What he does 
not discuss, in this or any other 
chapter, are the problems caused in 
the planning process by the interde­
pendencies of the planning and 
planned variables.
Instead, he discusses the Marxist 
value concept, i.e. the idea that the 
labor incorporated in a product 
determines its value, ending with the 
prediction that money, prices, and 
value determinations, will disappear 
as soon as Communism rules the 
world. However, he adds, “this will 
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only happen in the distant future; un­
til then it is necessary to study the 
nature and causes of price formation 
and price movement.” (p. 24)
The second half of the chapter de­
scribes the methods used to set 
prices and pricing policies. The 
price level, for instance, is deter­
mined by the Council of Ministers of 
the USSR; the prices for the most im­
portant industrial goods are set by 
the central government depart­
ments; locally determined prices are 
coordinated by the price committee 
of the Council of Ministers.
Of more interest here are some of 
the remarks relating to accounting. 
For example, enterprises can sell 
below planned prices if there is no 
demand for their products. This ac­
tion will, understandably, reduce 
their net income; however, their 
planned payments to the govern­
ment — a euphemism for income 
taxes — are not affected. (p. 34) Ex­
ecutives can lose the bonuses they 
get for the realization of the firm’s 
net income if their suggestions for 
industrial or consumer prices 
deliberately overestimated pro­
duction costs. And Kosygin himself 
warned firms at the 24th Party Con­
gress that “all attempts to realize 
profits by ignoring or increasing 
planned prices or by disregarding 
planned product lines or manufac­
turing standards constitute an action 
against the interests of the state.” 
(p. 37)
Nature and Trends of Price 
Movements
Jakowez starts this chapter by 
referring to the great Soviet price 
statistician (his description) S. G. 
Stoljarow who found that prices in­
crease and decrease slowly over 
long periods of time, but that they 
seldom, if ever, return to their origi­
nal levels. Staljarow concludes that 
prices increase all the time and will 
continue to do so as long as prices 
exist. (p. 44) This conclusion causes 
Jakowez to wonder whether price 
movements are subject to some eco­
nomic law which makes inflation 
inevitable.
To prove or disprove the existence 
of such an economic law he lists the 
factors causing reductions in costs 
and, through them, in prices, such as 
increases in labor productivity, 
scientific and technological 
progress, and specialization. In his 
opinion these tendencies towards 
lower prices are sometimes offset by 
wage increases in excess of in­
creases in labor productivity. As an 
example he cites higher wages for 
workers in collective farms which in­
creased costs and wholesale prices 
for agricultural products in the early 
1970s.
Jakowez then describes price 
movements in the West over the past 
200 years. He, like British and Ameri­
can economists before him, finds a 
steady increase in the price level. He 
dismisses the wage-price spiral as a 
cause of inflation because, in his 
opinion, Marx disproved that theory 
when he showed that wage demands 
follow price increases. Jakowez also 
thinks that, in general, labor pro­
ductivity in the capitalistic countries 
increases faster than wages and 
cites Wygodski as proof. Wygodski, 
he says, examined wages and prices 
in the US between 1945 and 1967 and 
found that labor productivity in­
creased by 98.7 percent, wages 
increased by 32 percent, prices of in­
dustrial goods rose by 89 percent 
and some monopolistic prices rose 
by as much as 15 percent. (p. 50)
Jakowez then examines the role of 
money in Western inflation. He finds 
that increases in the paper money 
supply and the abandonment of the 
gold standard were contributing fac­
tors, but he concludes that 
monopolies and monopolistic pric­
ing policies, not some immutable 
economic law, are the basic causes 
of inflation in the West.
He then turns his attention to price 
movements in the Soviet sphere of 
influence. He summarizes prices, 
pricing decisions and the reasons 
for them from Lenin to the early 
1970s and finds here, too, a general 
upward trend. He lists four reasons 
for inflation in Russia:
1. Increases in wholesale prices 
due to increases in wages, 
decreases in working hours, and in­
creases in costs in the extractive 
industries caused by the mining of 
marginal properties;
2. Elimination of losses in some 
industrial branches to facilitate bet­
ter planning and economic stimula­
tion and to create the basis neces­
sary for effective accounting 
systems;
3. Increases in the income of col­
lective and state-owned farms to in­
crease their profitability and their 
proportionate share of national in­
come; and
4. Increases due to the chain reac­
tion of other increases. ( pp. 63-64)
Jakowez remarks that price in­
creases affected mostly wholesale 
prices and that retail prices re­
mained generally stable, “a con­
siderable achievement of the eco­
nomic policy of the Party and the 
state,” in his words. (p. 64) He also 
notes that this policy caused losses 
to the state on important consumer 
goods like meat, butter, and 
potatoes, when wholesale price in­
creases were not offset by corre­
sponding changes in retail prices 
and these goods were, in effect, sold 
below cost. Apparently prices were 
raised for some consumer goods, 
because Jakowez blames the in­
creases in the prices of meat, butter, 
potatoes, and vegetables for the 
decrease in the real income of some 
people, especially people with fixed 
incomes, and for the decline in the 
purchasing power of the ruble.
He concludes that the past in­
creases in the price level in Russia 
were not due to some general law of 
economics but caused by “measures 
necessary to create the prereq­
uisites for higher efficiency of 
socialist production and lower pro­
duction costs and the subsequent 
return to the main direction of the 
long-term pricing policy of a 
general, economically founded, 
lowering of the price level.” (p. 64)
For the future Jakowez sees the 
main purpose of Soviet price plan­
ning in maintaining the stability of 
the price level and in lowering in­
dividual prices as seen as econom­
ically feasible, (p. 67)
Long-Term Price Planning
In this chapter Jakowez first ex­
amines the problem of whether price 
planning should take place before or 
after economic plans are drawn up. 
He concludes that the two are so 
interwoven that price and economic 
planning must proceed simul­
taneously. He then lists the following 
goals for long-term price planning:
1. to price goods and services to 
reflect the absolute and relative 
amount of labor contained in them 
and to gradually lower the price 
level;
2. to enhance the role of prices in 
the acceleration of scientific and 
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technical progress, in the improve­
ment of product quality, and in the 
rational usage of resources;
3. to eliminate the current 
geographic differences in prices 
caused by differences in production 
costs in order to achieve uniform 
prices for the whole country;
4. to use the price system to spur 
the development and mechanization 
of agriculture, to lower production 
costs and improve the quality of 
agricultural products, and to narrow 
the existing income gap between the 
urban and rural population;
5. to make better use of retail 
prices in creating a constantly rising 
standard of living for the people and 
to lower retail prices gradually as 
demand is satisfied and production 
costs decrease;
6. to enlarge the role of prices in 
integrating the economies of the 
socialist countries, in determining 
comparative advantages among 
countries, and in furthering the effec­
tiveness of foreign trade;
7. to strengthen the unified 
governmental pricing policy and to 
increase the effectiveness of the 
mechanisms for planned price for­
mation. (pp. 82-93)
The remainder of the chapter is 
taken up with an exploration of the 
pricing systems in different seg­
ments of the economy, such as 
agriculture, transportation, and 
consumer goods.
Changes in Production Costs 
and Their Effect on Prices
Jakowez is aware of the interde­
pendence of costs and prices and 
realizes that, in the long run, prices 
must cover reproduction costs. He 
finds two exceptions to this rule: (1) 
above normal costs due to specific 
factors, such as production below 
capacity by new enterprises or man­
agement mistakes, do not have to be 
covered by prices; and (2) some of 
the production costs can be covered 
by state subsidies or a reallocation 
of profits among firms in the same 
industry. He cites the example of the 
coal industry which generally oper­
ates at a loss.
He warns, however, against losses 
becoming a normal state of affairs. 
This situation “undermines the basis 
of effective accounting, diminishes 
the firm’s desire to increase pro­
duction and save resources, and 
32/The Woman CPA, October, 1981
contradicts the principles of the new 
system of planning and economic 
stimulation.” (p. 122)
In Jakowez’ opinion production 
costs are more effective in influenc­
ing wholesale than retail prices. For 
evidence he cites rising costs in the 
mining industry being followed by 
rising prices, and lower costs in syn­
thetics being accompanied by lower 
prices. He also finds a close associ­
ation between rising costs and rising 
wholesale prices for agricultural 
products. He notes that collectively- 
owned and state-owned farms must 
be reimbursed for their rising costs 
to insure their continued efforts to 
increase the production and sale of 
food and other agricultural products 
to the state.
Since retail prices, according to 
Jakowez, “fulfill an important social 
function, they are affected by factors 
other than changes in production 
costs, such as the ratio of supply to 
demand, the social importance of 
the goods or services, etc. For this 
reason the retail prices for important 
food items like meat, animal fats, 
milk, potatoes remain unchanged, 
even though the higher wholesale 
prices have led to a substantial in­
crease in the state’s expenses for the 
purchase, processing, and sale of 
these goods.” (p. 124) Jakowez does 
not say what the state should do 
when it cannot absorb these losses 
any more. The former and the pres­
ent Polish governments are probably 
very interested in the solution to that 
problem.
In a note of interest to accountants 
Jakowez states that manufacturing 
costs would play a larger role in set­
ting prices if good cost accounting 
systems were developed which 
would determine the total costs and 
expenses and the method of allocat­
ing them over the items produced, (p. 
125)
Jakowez then examines the move­
ments of production costs for 
various industrial sectors and finds 
a mixed picture. Costs have not 
decreased fast enough, he thinks, for 
three reasons: (1) scientific and 
technical progress was not suffi­
ciently supported and exploited; (2) 
the rate of growth of labor pro­
ductivity has slowed down; and (3) 
rising costs in basic industries have 
increased costs in other sectors. To 
sum up Jakowez speculates in a very 
revealing paragraph:
“Maybe one influence on the 
changes in production and 
transportation costs has been that at­
tention has shifted from expenses to 
profits and profitability in the evalua­
tion of firms and the stimulation of 
the economy. Profits and profitability 
depend not only on changes in costs 
and expenses, but also on other fac­
tors, such as changes in prices and 
in the quality of goods produced, 
asset turnover, etc.” (p. 132)
To end the chapter he lists four 
methods of lowering costs and ex­
penses which should be emphasized 
in the next Five-Year Plan. They are:
1. Labor productivity must rise 
faster than wages. He thinks higher 
wages are necessary to raise the 
standard of living, education, and job 
training of the population. He also 
thinks the trend towards a shorter 
work week will continue and ap­
provingly cites Marx who said: “The 
reduction in working time increases 
leisure time, i.e. time for the total 
development of the individual, which 
is itself the greatest production force 
and will affect the productive force of 
labor.” (p. 136) (Translator’s note: 
The German version is as murky as 
the English one.) Jakowez does not 
mention the political reasons, but 
then he wrote before the strikes in 
Poland.
2. Investments in productive 
assets must be increased. Since 
depreciation is a cash expense in 
Russia, i.e. a payment to the state to 
reimburse it for money advanced to 
acquire fixed assets, the amount of 
depreciation is available for invest­
ment. According to Jakowez 
depreciation expense has increased 
from 9.1 billion rubles in 1960 to 35.3 
billion rubles in 1972; the money for 
investments is therefore available. 
Depreciation is also a small propor­
tion of total costs and expenses, ris­
ing from 3.5 percent in 1960 to 5.4 
percent in 1972. Increases in 
depreciation expense should 
therefore not have a material effect 
on total costs and expenses.
3. The usage of direct and indirect 
materials, like raw materials, sup­
plies, and fuel, per unit of production 
must be reduced. Since these items 
constitute about three-fourth of total 
costs and expenses in manufactur­
ing, small savings here can have 
important consequences.
4. The need to exploit less ac­
cessible natural resources and to 
protect the environment must be 
offset by the development of more 
sophisticated technology and 
machinery, especially in the extrac­
tive industries.
Profitability and Price 
Movements
Jakowez starts this chapter by 
stating that the key problem in set­
ting and changing prices is the 
determination of standard profits, 
especially when expressed as rates 
of profitability. The reasons are:
1. In a socialist economy prices 
must be determined objectively. To 
plan prices, standard prices must 
exist, so that existing prices can be 
changed in their direction.
2. The most important statistics in 
planning and stimulating the econ­
omy are sales, the amount of net 
income, and the rate of profitability. 
These figures are directly dependent 
on prices.
3. Standard profits must be set 
before standard prices can be for­
mulated, because standard prices 
should be based on costs and stand­
ard profits and not on estimates.
4. Standard profits are necessary 
for the planning and prediction of 
prices. Material differences between 
actual and standard profitability are 
signals then to check the price level 
in that segment or industry.
Jakowez realizes that price plan­
ning is nothing but a method of 
allocating total net income among 
segments of the economy. He warns, 
however, against setting one rate of 
profitability for the whole economy. 
In his opinion, different rates should 
be used in different industries and 
for different product groups to reflect 
the variety of conditions under which 
prices were set and changed in the 
past. But he thinks that the crucial 
question is: How do profits affect the 
movement of prices? He devotes the 
rest of the chapter to examining that 
question.
In should be pointed out here that 
profitability in Russian accounting is 
expressed as a percentage of either 
total costs and expenses or total pro­
ductive assets, a balance sheet 
category similar, but not identical, to 
fixed assets.
Jakowez first examines trends in 
profitability for various segments of 
the economy. A table for the years 
1960 through 1972 shows that prof­
itability increased until 1970 in all 
sectors and then decreased in most 
of them. Jakowez attributes this fact 
less to reductions in costs and ex­
penses and increases in labor pro­
ductivity, but more to increases in in­
dustrial and wholesale prices before 
1970. The table also shows 
differences in profitability with rates 
of return on productive assets rang­
ing from 6.3 percent for state-owned 
farms to 19.3 percent for manufac­
turing, with collective farms (10.4 
percent) and transportation (15.2 
percent) in between, (p. 146)
When standard profits are estab­
lished for the various sectors of the 
economy, Jakowez advocates that 
the following circumstances be con­
sidered:
1. The size of profits in different 
sectors reflects to a certain extent 
the value added by that sector;
2. Lower rates of return on pro­
ductive assets are probable in the 
future due to higher investments in 
such assets and due to the upward 
revaluation of basic assets (an 
amount somewhat comparable to 
total equity) by 73 billion rubles on 
January 1, 1972; and
3. Higher efficiency of production 
should result in higher total profits 
which should be used for the 
periodic reduction of the price level 
for goods and services.
He concludes that differences in 
standard profits are appropriate for 
different sectors of the economy. He 
then examines profits within the seg­
ments of some economic sectors 
and arrives at the same conclusion 
after discussing various models for 
price formation.
One such model is what is known 
in the Soviet economic literature as 
the “two-channel price.” This dis­
cussion throws some interesting 
light on the distribution of profits. 
The price is so named because prof­
its are diverted into two channels: 
the production fund which depends 
apparently on the value of the pro­
ductive assets, and the wages fund 
which seems to be based on total 
wages paid. The production fund is 
used, for instance, for transmissions 
to the state for the production fund 
tax, to the fund for production 
development, to lenders for interest, 
and into the firm’s own circulating 
fund to increase circulating (i.e. cur­
rent) assets. The wages fund is used 
for transmissions of profits to the 
fund for economic stimulation, to the 
fund for social and cultural ac­
tivities, to the fund for residential 
construction, and to cover losses of 
municipal and housing industries. In 
Jakowez’ opinion, “the two-channel 
price reflects the double role of prof­
its in the socialist economy: On the 
one hand it is a source for the means 
of increasing production, on the 
other hand it is used for the eco­
nomic stimulation of collective 
enterprises and to finance expend­
itures for social purposes.” (p. 152)
Jakowez sides with economists 
who suggest a three-channel price 
with the third channel used for a tax 
on natural resources consumed and 
for expenditures to clean up and 
restore the natural environment. 
(Since land in Russia is not privately 
owned, land and natural resources 
are not shown as productive assets 
on Russian balance sheets. The 
costs of the extractive industries 
therefore consist only of the costs of 
extraction. The ores and minerals 
themselves have no cost.)
Another model for formulating 
prices discussed by Jakowez 
employes shadow prices. He de­
scribes briefly the econometric 
models used and then dismisses 
shadow prices because they cannot 
be substituted for “living” prices 
containing real values, (p. 160)
Finally he mentions, with disdain, 
a model in which prices are calcu­
lated to provide “internal financing.” 
(Similarities to retained earnings are 
surely not accidental.) It would re­
quire higher prices in those seg­
ments in which present profits are in­
sufficient to cover needed invest­
ments and would hinder price reduc­
tions in very profitable segments. 
Total internal financing of all seg­
ments would, he thinks, mean a de­
centralization of accumulated funds 
and a reduction in investments. 
“One advantage of the socialist 
planned economy,” he states, “con­
sists in the possibility to centralize 
accumulated funds and to use them 
in crucial areas. This advantage 
cannot be sacrificed.” (p. 164)
(Concluded in January, 1982 issue)
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